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Money and Foreign Exchanges 



CHAPTER XXXIX 


MONEY 

The origin of money. The use of money seems to have resulted 
from the inconveniences which were experienced in bai ter ex- 
change, more particularly when society advanced to a complex 
living. For then every man could not make all the articles 
of his choice so that others had to be found who could gi\e him 
such articles as he did not possess himself in exchange for his 
own. The chief handicap in barter economy lies in the diffi- 
culty with which men are available who are willing to exchange 
their articles with the articles of other men. That is clue to the 
lack of coincidence of their respective wants. If some men 
w r ant milk and butter in exchange for their caps and shoes those 
who can provide them with these articles might not be wanting 
caps and shoes. And in such a situation exchange cannot take 
place unless prople are available who w-ant caps and shoes in 
exchange for milk and butter. But the difficulties are not over 
in the mere availability of such men. Those making the ex- 
changes would have to find out the values of milk and butter 
in terms of caps and shoes jointly and separately. And further 
when caps and shoes are later exchanged for a variety of other 
articles a valuation of their separate prices in terms of these 
articles has again to be done. The price of a cap w'ould be 
expressed in no single measure of value but in a variety of tilings 
which might range from cabbage to the crown. As with this 
cap, so with every other article with which this cap might ex- 
change itself in society. Nor is the difficulty over when eva- 
luation in terms of hundreds of other articles has been done 
somehoiv. If one cap is to exchange for one seer of milk, how many 
will exchange for a seer and a half ? Surely if the cap is cut 
into two, it becomes no belter than a cloth duster and might 
not be wanted any more. And if this cutting is not done, either 
more milk must be parted with so that two caps might reach the 
milkman or one cap must be parted with so that a full round 
seer of milk might reach the cap seller. This implies that either 
the milk seller must demand more caps than he v'ould have 
originally wanted or the cap seller must demand more milk 
than he needs to consume. 

Barter thus leads to the inconveniences, first of finding 
men who mutually demand each other's articles and then of 
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equating th \ tic* f each gocd old by men, m terms ol all 
Midi ai tides s the seller of the grod m question might want m 
exchngc and hstiv oi sub dividing the articles of exchange 
in case sudi a need arises 

Money his helped men rid themselves or these, incomem- 
c Les \nd consequently its use lias become widespread and 
m the particular setup of the modem world economy, almost 
indispensible 

Defa titan of man i Let us define money and sec what 
specific fui t ons it discharges in human society Money has 
hern various!' defined bv various authors \Nc will not spend 
ime in analysing the various definitions and then finding for 
irsclves die correct one We will rather accept as correct 
a 1 fin it ii n that is widely accented by economists Such a de 
limtton is Prof Robertson’s (.Mrncy, he says, denotes an} 
thing which is widelv accepted m payment for goods or in 
discharge of other hirdi of businc'5 obligations^) The 
chief characteristic of money is its wide acceptability As 
puts it If things which are intended to be money — the notes 
of certain Governments for instance cease to be widely accepted 
m discharge of obligations, they cease to function as money 
and to be money On the other hand, if things which 

have not been hitherts considered as money such as tobacco 
or catte or tins of bully beef, becom widely accepted in dis 
charge of obligations, they become mony " 


Functions of money But for a tiling to be widely acceptable, 
it is necessary that it should be expressible in terms of a measure 
or standard of value of things in general A cheque is a w idely 
acceptable thing because it can be expressed in this country 
m terms of rupees, annas and pies which help us to measure 
the value of all the goods produced and exchanged for purposes 
of consumption Cheques in India would^cease to be widely accept* 
able if they were not to represent rupees For, then they would 
cease to express a common measure of value Men accept 
cheques because they know that after their encashment, thev 
can easily purchase any article they need for their satisfaction 
lake this cheque, then, nothing would be generally accepted 
unless it was capable of hemg evywts&td vn terms of a common 
measure of value Money thus is something which is expressible 
in terms of a common measure or a standard of value for then 
done can it be widely acceptable 

It w tht quality -or mvivey that it represents a comm mil 
over good* in general which males it perform the fiinctmiH 
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commonly assigned to it . Mono\ , they say. is a medium of 
exchange and facilitates the busing and selling oT guocts "arid 
seivictsf Whether it be a cap seller or a seller of milk, he will 
be able to satify his demands nidi the money he gets from the 
sale of his goods without having to bother about finding people 
who need his goods in exchange for their own. A cap seller who 
wants milk will sell his caps for money and then purchase milk 
with that money. The milk seller might or might not need 
caps, but he will always accept money in exchange for milk 
knowing that he can at any time exchange it for whate\er he 
wants. Money thus brings about exchange e\en between 
parties that do not need each other’s goods. 

Being a unit of account i.e. something in terms of which 
the value of all goods can be accounted or evaluated it natuially 
helps us to fix our choices of goods and the \arious amounts 
of them without the least difficulty. And so it facilitates th e 
achievement of maximum satisfaction which is the economic 
end of all human behaviour. " 

A further function of money consists in its being what they 
call, a standard of deferred payments. When prompt pay- 
ments are made, money, we can see, serves as a standaid for 
such payments. When payments are lobe made after sometime 
as when a loan is returned or commodities paid for months 
after they are purchased, values are again reckoned or expressed 
in terms of money. What is important here to note is the fact 
• that a unit of money — a rupee, say, for example — -which serves 
as a standard for prompt present payments serves also as a 
standard for future payments considered as possessing the same 
purchasing power as it has in the present. Present contracts 
involving future payments do not take as standard the future 
purchasing pou r er of money. Ifa hundred rupees’ debt conti acted 
today is to be paid back after a year then only hundred rupees 
■would be paid back after that time despite the rupee having 
become weaker in its purchasing porver. If one has contracted 
to receive fifty articles after a year at the average rate of five 
rupees an article, which happens to be the rate today, one must 
pay two hundred and fifty rupees to his seller even if the articles 
in question are being sold at four rupees an article at the time 
of payment. 

The next function of money is to serve as a convenient-store 
of value. We have seen above that money being a common 
measure or standard of value has the power of commanding 
other goods in exchange for itself. And so when people store 


MONEY 


381 


ay the name of money does correspond to the description of 
the money of account. 

Money is now classified into two chief varieties : one is what 
he calls money-proper and the other bank-money. “Bank- 
money” he says, “is simply an acknowledgement of a private 
debt, expressed in the money of account (a cheque expressing 
demand of say hundred rupees from a bank) which is used 
by passing from one hand to another, alternatively with money- 
proper, to settle a transaction”. Money-proper is the money 
issued by the State and hence is also called State-money. In 
State-money Keynes includes not only compulsory legal tender 
but Bank Notes and Central Bank Deposits also. Bank- 
money is mainly composed of member bank deposits. 


The following is the chart of his classification : 


Money — of — Account 


r — 

Money Proper 


Oi State Money. 


I 


Commodity Money 

l 


'1 


n 


r 


Acknowledgement 
of debjs. 

Or Bank Money. 


Representative Money 


r 

Commodity Money 
(actual units of 
a scarce freely 
obtainable coni' 
nodity in relation 
to an objective 
standard) 


Managed Money 
(convertible in 
terms of an 
objective 
standard) 


1 

Fiat Money 
(token money 
whose intrinsic 
value is divorced 
from face value) 


Bank Money 
(Member-banks’ 
cheques etc.,) 


Thus we are eventually left with four varieties of money 
with which to do our exchange transactions. Three' of these 
varieties viz. commodity money,) managed money and fiat 
money belong to the class of money-proper and one viz. Bank- 
money belongs to the Acknowledgement of Debts. The total 
amount of current money held by the n ^b lic comprises all 
these varieties. 
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Put in a tabulated form, Robertson’s classification is as 
Follows : — 


Money 


r 

Bank (Clheque.1 


r 


Optional 


■ r 

Full-bodied 
(primitive ox; 
Maria Theresa 
dollar.) 


Subsidiary 
(Shilling; or 
annas or pies.) 


1 


Common. 


Legal tender. 


Convertible Common ' 
money. I 

j Convertible Standard, 

j legal tender. 

f P-S f— 1 


1 


Full-bodied Token (Bank Token Full bodied 
(Sovereign of England (rupee.) (Sovereign.) 
in India.) note.) 


Token (U. S. A- 
National Bank 
Note.) 


Proif. Robertson’s classification is preferable to Keynes's 
for the varieties in his classification are not overlapping. A 
five rupee note, for example, would only be put in the variety 
of common convertible token legal tender money and in no other, 
though there are five other varieties alongside. In Keynes’s 
classification, it can be put into two classes at the same time. 
It may belong to the “fiat money” class or the managed 
money class. If money is to be properly classified, the classi- 
fication should be such that no single variety' of money should 
appear as belonging to more than one class at a time. Or 
else we would say that the classes are over-lapping, the same 
thing being put in one and then another class at the same 
time. 


Prof. Robertson’s classification, moreover, is very elabo- 
rate. Keynes recognises four varieties of money, whereas 
Robertson recognises seven. And we know what elabora- 
tion in classification leads us to. It makes possible a more 
thorough and scientific grading of class^SjjjBhd hence minimises 
the chance of the classes overlapping amongst themselves. 


CHAPTER XXXX 
•_X'ALUE OF MONEY 

Wc now address ourselves to a problem which lias become 
perhaps the only topic of discussion in the midst of monetary 
theorists for some time past. This is the familiar problem 
of the value of money, the technique of its measurement and 
its vital place in modern economy. 

Significance of the functions of money — From looking at the 
functions which money is said to perform in a society, one might 
be tempted to conclude that money is unimportant for it is 
only a convenient tool for making exchanges and incurring 
debts. If this tool were not to be there, exchanges and debts 
'would not cease to be made; they would continue to be made 
as in the past though only with difficulties. And so money 
has no independent identity to be capable of exerting some in- 
fluence of importance on the working of men’s economy. The 
classical economists took this view of the matter and that is 
why to them the problem of the value of money did not assume 
any vital importance. But to the monetary theorists of toda) 
who have witnessed the wide fluctuations in the economic 
conditions of the people as a result of changes in the value of 
money, the problem is no more of a trivial importance. Money 
to them is much more than a mere tool used for the convenience 
of the people — it is something of which men themselves seem 
to be becoming a tool with the advance of time. In such a 
situation, the view expressed by J. S. Mill that “there cannot 
be intrinsically a more insignificant thing, in the economy 
of society, than money” is wholly unacceptable. 

If money could perform its functions smoothly in the 
economy of a society we would have called it “insignificant ” ; 
wc would have, considered it as of no more or no less impor- 
tance than is given to any technique or tool that saves the labour 
of man. But that unfortunately is not the case. When money 
gets out of order it exerts a vital and sometimes a terrible in- 
fluence on the working of men’s economy. Mill recognises 
this fact when he says “Like other types of machinery it (money) 
only exerts a distinct and independent influence of -its own 
when it gets out of order.” But Mill was n ^c onscious of any fre- 
quent and terrible disorders in the machineto call it significant. 

25 fe ' 
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The sigmlran e of money emerges from the fact that it 
Functions with great leap* in its value, or which jJi the sam 
thing its purcl rung power is seldom constant _ The reason 
why tins hapoens will he seen m the theory of the value o 
mone> whidi we will tike ip in a subsequent chapter Mean 
tide we digicss a bit to find out how this inconstancy m the j 
j ar lu su g power of money or the value of money is measured 
Hut even before that let t s examine the meaning of the phrnsc 
value o r money 

Mtciin^ of taint of money * — When we speak of the value 
< f i p-n we mean that it will command for the pen-seUeran 
irnount say, of i couple of rupees in such and such a market 
at such md such a time When we speak of the value of a 
rupee m_tead of meaning that it will command one rupee in 
exchange for itself for that is meaningless, we would mean that 
U would command so much of milk or butter or a bus ride to 1 
the country side m a certain market at a certain period of time 
By value of money is therefore, meant the purchasing power 
ot money the capacity of a unit of money, to command goods 
and services in exchange for itself If prices are low, a unit 
of money will command more goods and services, if prices, 
are high, the same unit will command less goods and services 
And so, the value of money is related to prices 'When the 
general price level is high the value of money is low, when the 
general price level is low, the value of money is high 

We come next to the question of measuring the value of 
money Since the value of money refers to Its purchasing 
power and since the purchasing power of money m a given 
situation depends upon the goods and services which a unit 
of money will buy, the value of money can be found only by 
reference to the price of these goods and services But these goods 
md services, naturally enough, have different prices Tor 
purposes of measuring the value of money we need a single 
p ice mahy prices would mean confusion , a rupee purchasing 
more wheat and less cloth would be more valuable u the price 
of wheat alone was looked to and less valuable if price of doth 
done was considered We cannot make a general statement 
whether the value of money has gone up or gone down-unl es« 
sve have a single price 


The technique of index numbers — To do that, says Keynes 
we find out the price of a composite commodity This com 
l nm <» u “l'On of all thosi commoatttei 
which a society for consumnttln wheat, cloth fuel etc 
and the like at any time We add up the individual price* o! 
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For measuring changes from time to time in the value of 
money we calculate for each time a price level or an average 
price pertaining to the composite commodity (with its weights 
of importance) that happens to be the target of consumption 
at the time selected for purposes of comparison. When such 
a series of price-levels has been collected at one place, we call 
it by the name of index numbers. Index numbers are, therefore, 
a series of price-levels calculated from time to time for the 
same composite commodity for purposes of ascertaining the 
clianges in the value 'of money. It should be evident why the 
composite commodity should necessarily be the same. If you 
want to know the changes in the price of A for two years, then 
you will naturally compare A’s price in one with A’s price in 
the other year. The comparison of A ; s price in one year 
with 3’s price in another is, in a way, completely meaningless. 

The year with reference to which we measure changes in 
the price-level and hence the changes in the value of money 
is called the base year. If we wish to compare the value of 
money today with that in 1939, then 1939 would be the base 
year in our index-number. The prices in the base year would 
be taken as 100 and all the prices today would be expressed 
as a percentage of the base year prices. If wheat — the same 
quality one — were being sold at Rs.3 a maund in 1939 and at 
Rs. 12" a maund today, then its price in 1939 would be 100, 
and today 400. 

Difficulties of constructing index numbers — It would be well 
to indicate some of the things which should be kept in mind 
while constructing the index numbers. 

The first thing is the choice of the base year itself. The 
selection of a year as base which fell in abnormal times — times 
of depression or boom — would lead us to misleading results. 
If prices today are compared to those prevailing in the boom 
period of the middle thirties, they might appear as having 
only slightly increased. And we would say that money has 
not become really as cheap as it appears when we compare 
its purchasing power to that in 1939. For a correct under- 
standing of the fluctuations in the value of money a normal base 
year, neither of boom nor of depression but the one lying be- 
between both, should be chosen. 

Th'e selection of such a normal year is, however, a difficult 
task. For, we cannot easily say when it is a boom, a depres- 
sion or a normal period. . . ..gtK-, 

Theoretically speaking, the best prlsP level is that which 
happens to be the average price of all such commodities as 
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The stgmfvan ** of money emerges from the fact that it 
functions with great leaps in its value, or which is the same 
tiling its purchasing power is seldom constant The reasons 
\hy thw hapneis will be seen in the theory of the value ol 
monev whicli wc wiU take up in a subsequent chapter Mean 
hile digress a bit to tmd out how this inconstancy m the 
j u cl s rg power of money or the value of money is measured 
Hut even before that let us examine the meaning of the phrase 
va’ue of money 

Alta ng of value of money — When vve speak of the value 
{ v pen we mean that it will command for the pcn-selleran 
amount, say, of a couple of rupees in such and such a market 
nt such and such a time When we speak of the value of a 
rupee instead of meaning that it will command one rupee in 
exchange foT itself for that is meaningless, vve would mean that 
it would command so much of milk or butter or a bus ride to 
the country side m a certain market at a certain period of time 
By value of money is therefore, meant the purchasing power 
of money the capacity of a unit of money, to command goods 
and services in exchange for itself If prices are low, a unit 
of money will command more goods and services, if prices, 
arc high, the same unit will command less goods and services 
And so the value of money is related to prices When the 
general price level is high the value of money is low, when the 
general price level is low, the value of money is high 

We come next to the question of measuring the value of 
money Since the value of money refers to its purchasing 
power and since the purchasing power of money in a given 
situation depends upon the goods and services which a unit 
oT money will buy, the value of money can be found only by 
reference to the price of these goods and services But these goods 
md services, naturally enough, have different prices For 
purposes of measuring the value of money we need a single 
p ice many prices would mean confusion , a rupee purchasing 
more wheat and less cloth would be more valuable if the price 
< f wheat alone was looked to and less valuable if price of cloth 
lone was considered We fcaimot make a general statement 
whether the value of money has gone up or gone down-unless 
we have a single price 

The technique of index numbers — To do that, says Keynes 
we find out the price of a composite commodity This com* 
posite commodity^j^. mere collection of all those commodities 
which*" a society for consumptiln wheat, cloth, fuel etc 
and the like at any time We add up the individual prices of 
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• For measuring changes .from time to time in the value of 
money we calculate for each time a price level or an average 
price pertaining to the composite commodity (with its weights 
of importance) that happens to be the target of consumption 
at the time selected for purposes of comparison. When such 
a series of price-levels has been collected at one place, we call 
it by the name of index numbers. Index numbers are, therefore, 
a series of price-levels calculated from time to time for the 
same composite" commodity 7 for purposes of- ascertaining the 
• chang es in TEel value of money. ‘It- should be evident "why tire 
■composite commodity should necessarily be the same. If you 
want to know the changes in the price of A for two years, then 
you will naturally compare A’s price in one with A’s price in 
the other year. The comparison of A’s price in one year 
■ with B’s price in another is, in a way, completely meaningless. 

The year with reference to which we measure changes in 
the price-level and hence the changes in the value of money 
is called the base year. If we wish to compare the value of 
money today with that in 1939, then 1939 would be the base 
year in our index-number. The prices in the base year would 
be; taken as 100 and all the prices today would be expressed 
as. _a ; percentage of the base year prices. If wheat — the same 
quality one— were being sold at Rs.3 a maund in 1939 and at 
Rs. 12, a ; maund today, then its price in 1939 would be 100, 
and. today 400. 

i Difficulties of constructing index numbers — It would be well 
to indicate some of the things which should be kept in mind 
while constructing the index numbers. 


The first thing is the choice of the base year itself. The 
selection of a year, as base which fell in abnormal times — times 
of depression or boom — would lead us to misleading results. 
If prices today are compared to those prevailing in the boom 
period of the middle thirties, they might appear as having 
only slightly: increased. And we would say that money has 
not become really as cheap as it appears when we compare 
its purchasing power to that in 1939. For a correct under- 
standing of. the fluctuations in the value of money a normal base 
year, neither of boom nor of depression but the one lying be- 
between both, should be chosen. 


The selection of such a normal year is, however, a difficult 
task. For, we cannot- easily say when it is a boom, a depres- 
sion or. a normal. pdriod. . ^ 

, Theoretically speaking, the best p^MpTevel is that v hich 
happens- , to be the average price of all such commodities as 
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iorm part of the composite commodity But it is xn practice 
difficult to include all commodities of consumption in a so 
icty they are so numerous and even within themselves so 
varyin" in quality tint we cannot possible include all of them 
fhu the necessity is forced upon us of including only as many 
ommodities as po»nVe consistent with the fact of their being 
vidcly consumed at the same time If commodities arc 
netuded which are not more or less universally consumed in 
the society, the price level thus calculated would be of no use 
though it would be indicative of the condition of those particular 
people who me those commodities Our eyes should be on tin 
hociety as a whole rather than on a section of its people 

\ further thing that should be kept xn mind is the type ol 
prices collected for calculation If wholesale prices are ner 
aged the result would be different from that which we would 
get if retail prices were to be averaged instead For, retail 
prices ore generally different from the wholesale prices In 
know what a unit of money will buv to X, we must, if we are 
to be iccurate, take into account the price that X actually pays 
in the market and this price in an overwhelming number of 
cases is the retail price and not the wholesale one To know 
what a unit of money will buy to the society we should thereforr 
know the retail price ol commodities which the members of the 
society actually pay as X does, in their everyday consumption 


But ictail prices are difficult to collect And even if they 
mu be collected somehow, so varied are they m most cases 
that wc do not know which single one of them to choose for pur- 
poses of totalling and averaging The wholesale prices are quite 
often uniform throughout the society or at least they are more 
uniform than the retail prices Moreover they are easy to 
tolled We can approach big centres of trade where bulk 
purchases take place and know the wholesale prices much more 
easily than we can know the retail prices But wholesale 
price index numbers are, bv nature, less accurate for measuring 
money value than the retail price ones 


Yet another tiling that affects accuracy of price levels i< 
the method of averaging The most commonly employed 
“ * liat of s ' m P le arithmetic averagmg in which prices 
are totalled up and then divided by the number of articles 
2?S met , nC . a ' Cr u ge n obt ’ l, " ed b y multiplying the prices 
wit?" 8 the " r0Ot j° lhc s ' lme num ber which articles 
add Up t0 The harm omc average 
dividing it £*** up the reciprocals of the individual prices 
dividing it by the number of articles and then finding out the 
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reciprocal of the final result again. If there are two numbers 


a and b, 


b 


will be the arithmetic average, Vab will be the 


geometric average and 


! lab 


the harmonic one. This last one 


(a + b) 

is obtained in this way : we first add up the reciprocals of a and 
b i.e. 1 1 a . and 1/b which gives us ; then we divide it b\ 


ab 


a + b 


2 (which is the number of articles) getting as the final result 


2 ab 


We now take die reciprocal and it becomes a ~rj j which i s the 


average that we referred to above. 

The geometrical average often times leads us to greater 
accuracy but it is difficult to use. And so the arithmetic aver- 
age is generally in vogue. 

As to die consideration of weights of importance we have 
already seen it to be indispensible for purposes of calculating 
an accurate measure of the purchasing power of money. Index 
numbers calculated without “weighting” are a wrong tool 
for measuring money value. 

All the time that we spoke about index numbers till now 
we were referring to those which indicated average price of 
a composite commodity consumed by die entire society. We 
can frame index numbers for different sections of the society 
also. The procedure would be the same ; only — and that is 
evident enough — that the average prices indicated in such 
index numbers would be no direct tools for measuring the 
value of money to the society as a whole. Such sectional valua- 
tion of money is obviously easier than the valuation for the 
entire society. Oftentimes such a valuation becomes neces- 
sary also as for example when the problem concerns the raising 
or lowering of wages of the working classes. 


Different varieties of index numbers — Index numbers can be 
of different varieties, according to the purpose for which they 
are framed. If they are required to measure the value of 
money from the entire society’s point of view i.e. to measure 
the general purchasing power of money then we null have to 
frame the index numbers of a composite commodity embodying 
all social consumption. If we want for working classes we will 
have working class index numbers. If we want them for as- 
sessing the labourer’s wage per hour, we wffik- havc, the earnings 
Standard. If we want them to indicate changes in the whole- 
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Slip p-irr* of certain staph commodities, we will have whole- 
„u index rummers If the object is to stabilise pnc» that 
a tabula i o at dard comprising wholesale prices of chiei com- 
moduli n irjlit be formed Ami so on, the variety of index 
numb*, rs deperiling upon the object for which they arc 
being 1 i md It is obvious »lnt all these \anous types of »nd« 
nu b s v i > differ 1mm one another in their results, for all 
rf turn wwdd b" bwed on different composite commodities 
wnh itlleiem eights and prices 

Ff PLOTS OF CHANCES IN THF VALUE OF MONEN 

Wnui i unit ol money buys less or more, all tlie members 
ol the society either lose or gam and to the same degree to 
guher But this state of affairs is evident when each individual 
price has pone up or down simultaneously with all other prices 
Normally what hippens is however different Some prices 
tlsc more than others or fall more rapidly with the very obvious 
result that some gam more or lose more than many other people 
in the same society It is worthwhile indicating the effects of 
price changes on the respective gams and losses of the various 
members of a society These gams or losses might result from 
shifts in the real wealth and income of the people, and from 
fluctuations in the volume of employment and production owing 
to pnee changes We shall, therefore, study the effect of changes 
in the value of money on (1) the diunbubon of real wealth and 
income and (2) the volume ofemplovment and production 
We take up the efferts on the distribution of real wraith 
and income first These effects are attached lo (a) debts incurred 
in money and also i^j the various types of money incomes to 
the society When prices rise relative to a certain period of 
time, then he who is repaid his debts contracted in that ear- 
lier period is a loser m so far as the amount which he gets back 
purchases a smaller quantity of goods and ser\ ices than it used 
to do before If X who had lent out a sum of Rs 100 m 1939 
to T, gets back hundred rupees today he would be able to pur- 
chase much less with those hundred rupeesowing to the prices 
being high at this time relati.c to those in 1939 And so A 
would be a loser Rut Y will not be In terms of goods and 
seivicev I pays much less m WO rupees todav than what he 
had got from Rs 100 in 1939 When prices rise, creditors 
ol IV period wlrn then, was no such rise, Jose but debtors 
bam The opposite happens \hen puces fall Tor the uedi- 
to^ leceivt moie hasng power than they had lent out 
while the debtois [53* more purchasing power than they had 
received at the tune of borrowing then debts, 
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* In the case of those whose incomes are almost constant 
or do not change very frequently, a rise of price means a loss 
while a fall of price means a gain. Take for example, in- 
terest, rent, pensions, annuities, salaries of public servants 
and to a small extent salaries and wage rates of workers in pri- 
vate industry. These do not fluctuate widely. And hence 
the obvious result that when the value of money has gone down, 
their money income being the same, the amount of purchasing 
power in their hands or their income in real terms goes down 
correspondingly ( and they stand to lose. But the receivers of 
profits of enterprise are not losers to a simi lar extent. In fact, 
they might even be gainers on tire contrary. For, when prices 
rise theii money incomes from profits also generally rise and 
so the net aggregate of purchasing power in their hands might 
actually increase. In periods of rising prices, there- 
fore, the real income of capitalists, landlords and public servants 
generally goes down and they lose but the real income of entre- 
preneurs goes up or remains constant and they do not lose. 

More far reaching and serious are the effects of price changes 
on the volume of employment and production in the society. 
These effects are to be studied through the behaviour of those 
who are responsible for production viz. the enterprisers. They 
open more factories, use more factors and raw materials, employ 
mote people and produce more goods and services. And so- 
ciety to this extent gains in real income. When prospects of 
of profit are negative or zero, factories are closed down, factors 
are left idling, labourers are dismissed, - production declines. 
And society to this extent is a loser in its real income. 

Profits being the difference between the income and 
cost of the entiepreneurs, they would be high when income 
is high but costs are low, they would be low when income is 
low but costs are -high. "When costs are higher than income 
losses begin to accrue to the entrepreneurs. In a period of rising 
prices, we have seen that interest, rent etc. are almost constant 
whereas entreprisers’ income increases a good deal. And so 
the profits of the entrepreneurs have a tendency to increase. 
The result is increased employment and production and hence 
increased real income to the society. In a period of falling 
prices, the opposite thing happens. The income of the entre- 
preneurs decreases' with poorer prospects of profits with the 
result that factories begin to be closed down and labourers are 
dismissed, unemployment gets rampant, incomes of those who 
were employed just a while ago vanish, demand of goods de- 
creases. And even those goods which areISfeing currently pro- 
duced (what to say of those that have already been 
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''"VALUE OF MONEY ( Continued ) 

! The quantity theory or money 

Historical background. Economists for a long time past have 
been conscious of some relationship between money on the one 
side and prices of goods and services on the other. Of what 
nature this relationship is they are yet not completely agreed 
about. But a majoritypf economists of whom Fisher is the chief , 
has held the" view that this relationship is~sucH' that when tfic 
quantity of money in circulation is increas ed other things remai n- 
ing the same t tic value ot m oncy^ decreases or when the quantit y 

ol money in circulation is decreased other things remainin g 

the s ame the value ol money increases". .This is what is commonly 
describcdTas the quantity theory of money. 

\J The earlier and cruder forms of the "quantity theory did not 
recognise the importance of the fact of money circulation. To 
them quantity of money in itself was a sufficient determinant 
of the price level. If this quantity increased prices went down; 
if it decreased prices went up and so on. But soon it came to 
be 1 ealised that prices would be determined by money that cir- 
culates rather than by money that is underground. Mill said, 
“If the whole money in circulation was doubled priceTVVould 
be doubled. If it was only increased one-fourth, prices would 
rise one-fourth. Thus recognition of the fact of money 
circulation gradually emerged till it has come to be almost indis- 
pensable today in the explanations of the modern version of the 
quantity theory. 

—The reason why the fact of circulation of money is imporatnt 
is obvious enough. If one unit of money passes hands ten times 
it wo uld increase demand for goods by the same number. As 
soon as a rupee is got want is felt to spend it on something. And 
-every time that this rupee goes into a hand every time such a 
want arises so that a person who gets this rupee ten times feels 
ten times the demand that he would feel if he got this rupee 
once only. This increase in demand is in evidence when the 
same rupee passes on between ten persons. For then each one’ 
feels a demand to the extent of a rupee and so the total demand - 
.becomes ten times that which would have been felt had the 
rupee remained with the same person only. This increase 
in demand naturally affects prices. And so the fact of circulation 

♦This analysis follows Prof. Chandler’s analjsis in his book entitled 
■Introduction to Monetary Theory'’. 
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cash transactions; also again if T is the total volume of society’s 
goods and services traded in exchange for society’s cash trans- 
actions with P as the average price per unit of T, then we would 
say that MV—PT in that society at that time. This is what 
monetary theorists call as an equation of exchange. It is with 
the help of this equation that they explain the quantity theory 
of money. In the long run, they say, an increase in the quantity 
of money causes an almost proportional increase in the price 
level. In the short run changes may not be proportional. 

Let us, for a moment , digress to analyse the various factors 
that might cause fluctuations in M, V and T at any time or 
which is the same thing Ictus see the factors on which M, Land 
T depend. 

M constituted of cash and bank deposits subject to check 
depends upon the*following chief factors. 

1 . The size of monetary base. 

(a) the size of the monetary gold stock. 

(b) the amount of coins and paper money issued by 
the Government. 

2 . The community’s choice as to the relative amounts 
of cash and of checking deposit that it wishes to 
hold. 

3. The height of the ratio between bank reserves and 
checking deposits. 

Monetary base is the fund out of which cash emerges either 
i for circulation or for serving as a reserve against which notes 
\ or token money might be issued. It should be clear of itself 
; that if this monetary base., increases, quantity of money would 
also, increase and vice versa. The most common form of mone- 
tary base is gold the stock of which inside a country depends 
on the country’s internal production of it and the position of 
export of gold. If gold stock is sufficient, more cash in the form 
of standard and token money including notes would be available 
for circulation. 

The next fact or determining the quantity of money is the 
decision of the community itself as to how much Government 
money and how much bank money would it like to hold. If the 
commuri ity has decided to hold more money, there would be 
quite often, a condition of inflation; if it has decided to hold 
less money, the quantity of money would go down. 

A third factor affecting the quantity of money available 
is the ratio of bank reserves to bank deposits. This factor has 
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a potent influence on the suppl) of bank money Each bank, 
every where, is as*cd that if its reserve requirements are A then 
it should not open deposits of more than a certain multiple of 
X It might be asked sav for example, that if 20 is what it is 
required to keep as reserve, then it should not open deposits 
above hundred which is five times its reserve requirements 
\nd so on This cm easilv show that bulb arc prevented 
from opening limitless deposits and licncc from issuing excessive 
amounts of banl monev to thi public The temptation to offer 
Inis at the tine of brisk business might lead the bank to issue 
vuchexcesive imountS the ratio between reserves and maximum 
deposits serve** vs i check upon this temptation For then thev 
cannot issue monev bryond that limn where dm ratio has been 
a hievcd The banks arc, however, free to issue money below 
this ratio Just what ratio there should exactly be between a 
bank s reserve rtqjirments md its depo its depends upon what 
the lavs or u»U m \ aits it to be 

■'"’Next wt « me 1 1 I I depends up m the following chief 
factors — 

f the stage of development of credit and fmann tl vvstem, 
and the sr mnumitv s use of it 

(2) The communitv s habit as to saving and consuming 
its income 

(3) The conditions of payments in the communtitv 

(4) The means of transport and 

(5) Population 

A. communitv with a good banking and credit svstem would 
be using money more freelv than a community with no such 
system There would not be any such fear that if all money 
is spent loans would not be available And selocitv of circu- 
lation of monev would be naturally high But the mere exis- 
tence however, of an advanced system of credit would not of 
itself increase v elocity unless people make frequent use of the 
system 

Velocity of circulation of money also depends to a conside- 
rable extent on the fact whether the community is thrifty and 
wants to save more or would spend a greater part of its income 
on consumption Naturally enough, if people want to save 
more, they would not easily part mth money , money woufdpass 
hands les frequently and us velocity or circulation would go 
down The reverse will happen when people w ill be willing to 

“1" “i"' hmcc , ™ l! > pan nionn and mono 

would pass hands more frequently 
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Also important in connection with this velocity is the sys- 
tem of payments in the community. If payments are "made 
regularly^' people will spend “money more freely than if they are 
paid in an irregular manner. If a labourer is not sure of whe- 
ther he would get his next wages after a week or a month, he 
would naturally like to spend money with great caution but 
if he is sure' of his payment, after a week or a month he may 
not be as cautious. And then the veloctiy of circulation of mone\ 
owing to free expenditures would naturally increase. Again if 
the labourer, even when paid regularly, gets wages on a monthly 
basis, his expenditures would not be as frequent as they would 
be if he is paid on a weekly basis only. The more frequent the 
payment, the more frequent the expenditure and hence the 
greater the velocity of the circulation of money. 

Velocity of circulation of money would be affected by means 
of transportation also. If a coin reaches Bombay, Calcutta and 
Madras, it would pass greater number of hands than if it reached 
Bombay only, assuming for a moment that each of these cities 
has the same volume of business population. Thus velocity of 
circulation of a unit of money depends upon the ease with which 
it can travel throughout the community. 

Population affects velocity in the sense that if a greater 
number of people be there , money would pass more hands than 
if the number is small. A greater .population would increase 
the velocity of circulation of money; a smaller population 
would tend to decrease it. 

Next wc come to see the factors behind' T of the equation. 
T depends on the following chief factors : — 

/ 

(1) Population and the natural resources of the community. 

(2) The extent to which the factors of production happen 
to be employed. 

(3) The business structure of the community. 

(4) The extent of barter. 

If population is great , manpower would be great and with 
an adequate amount of natural resources, it would be possible 
for the community to maintain a fairly high degree of the pro- 
duction of goods and services. The reverse will happen if the 
population is small and the natural resources too are insufficient. 
The natural resources here also include the amount of capital 
equipment and the state of technical knowledge in the com- 
munity. 
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The chances Cot the physical volume of trade i n goods and 
service to be great or small depend also upon the limit to which 
the fa tors of production already happen to have been used it 
a large am rant c 1 factor, is yet lying idle, T wall increase rapidly, 
if o il' few o f tnem arr available for production, J will increase 
bi sugl ll and so on ^ 

The total volume ol traded goods would be greater if there 
s i larg number of traders rather than if there is not And 
Ins d pends upon the strucure of business in the community 
If tl b is ness is in the hands of a few monopolists, there wall 
naturals be fewer traders and hence smaller trade, lfbusincss 
is p eid up between a large number of people, T will generally 
e faid 

1 his digre sion lias helped us to look into those ultimate 
factors <u which changes in price level actutlh depend 3/_is 
onh a Nujie'fici ! f ctor useful in so far as it condenses in a re- 
presentative form all those factors on which it itself ultimately 
deDd ds 

The quantity theory maintains that in the long -run when 
all adjustments have been made, pricc_lcvel_ changes in pro- 
portion to changes m the quantity of money If the quantity 
ofmonev i doubled price level would be doubled, if the quantity 
of monct is hah ed price level would be halved and so on This 
happens because in the long run, V and T in our equation MV "«* 
PT are independent of changes in the quantity of money- As 
we saw above they arc mostly determined by factors which have 
nothing to do with the changes in the quantity of money at all 
Naturally then when M becomes 2 M. V and T remaining unaff 
ected P must become 2P in order that this equation might 
hold good i e when M — the quantity of money— is doubled P 
the average price of a unit ol T, the total goods and services 
must become double too 


B it this analysis holds good for the long period only — a 
period m._ wh ich all adjustments of •sho ft^ peiand 
hav e fii a jly settled down In fact even in the long period some 
times \ and T "might permanently change owing to violent 
fluctuations in them in the short period caused by changes in the 
money supply But roughly speaking, it might hold good m the 
long period that V and 7 arc mostly independent of money 
supply 3 


As said above the modem version of the quantity theory 
does not deny the possibility of price level changing in greater 
or smaller proportion to the changes ,n the quantify of money 
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in. the' short periods. We shall. now. see how these non-proporti- 
onal changes take place.” 

‘ Lotus first see what happens when the quantity of money 
is increased. Assume that the members of society after weighing a 
number of considerations had decided to have Xamount of money 
with them. Now when money increases beyond X, they have 
niore money than they want, and they would naturally like to 
speiicl it. The demand for goods would increase ; so will increase 
die prices of them. Also when people are willing to spend 
money freely velocity of circulation increases. As prices increase, 
opinion grows that profits would increase and some people 
will spend money still more freely adding more to the velocity 
of circulation. Here on this side consumers fearing that prices 
might rise still further begin to purchase things for hoarding, 
thereby increasing their expenditures and with them the velo- 
city of money circulation also. An increase in the quantity of 
money, we can see, thus, might cause an enormous increase 
in the velocity of circulation. The total of cash transactions 
also rises enormously owing to the increase in velocity. 

But 'whether this would cause a proportional increase in 
price level depends upon the movement of T i.e. the total volume 
of trade done with those cash transactions. If T rises just as 
much as cash transactions have risen, the price-rise would be 
proportional; otherwise it would be non-proportional. The 
extent of the rise of T depends upon the amount of factors unemp- 
loyed at the time the cash' transactions are shooting up owing 
to* the enormous increase in the velocity of circulation. If a large 
number of idle factors exists, T might increase more rapidly than 
V-; arid the increase in price would be lower than the increase 
in M. If less idle factors exist, T might increase less rapidly 
than V and tire increase in price would be higher than the in- 
crease in M. The relation between T and the unemployed 
factors is obvious enough. Unless there are factors to produce, 
how can production increase ? And unless there is increased 
production how can the total trade of goods and services increase ? 

There is thus no automatic relationship between tire in- 
crease of M and the increase of prices in the short period. 
Prices may increase in a smaller proport ion in the beginning 
when T increases more rapidly than V owing to the availability 
of' unemployed factors. And they may increase in a greater 
proportion later when T rises less rapidly than V owing to a 
smaller availability of factors, a great part of them having been 
used up in the beginning of the trade expansion. The recogni- 
tion of the importance of V in the short period is indispensable 
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which would '.buy- this X. When prices rise and money becomes 
weaker in its; purchasing power, '"more money would be demanded 
to purchase X than before. When prices falfand money becomes 
stronger in its purchasing power, less money would be demanded 
to purchase X than before. The demand for money varies 
with the price level. 

Here , however, price-level was the cause and demand for 
money the effect. We have to proceed in such a manner that 
the demand for money becomes the cause of price changes. Here 
we take then the changes in the demand for money independent 
of the price level and then study the effect of these changes on 
prices. 

Demand for money may change for any of these two reasons 
or both... It may change (i) owing to changes in the trade of 
goods, services and securities per unit of time or (ii) owing to 
changes in the length of time for which the community demands 
money for making its purchases. The greater the volume of 
goods to be traded, the greater, other tilings remaining the same, 
; would be the demand for money. Also the greater the period 
of time, for which the community wants to hold its money the 
greater will be. its demand for it. A community which Wants 
to spend money on a month to month basis would be demanding 
less money than one which Wants to spend money 'on 0 two 
monthly basis. It should be evident that when money is. demanded 
to be spent on a month to month basis, the expenditures would 
be more frequent and hence the velocity of circulation of money 
greater than when money is demanded on a two-monthly basis'. 
Assuming^ Kj.6 be the period for which money is demanded, 
the greater is K, the smaller is V arid vice versa. Also the grea- 
ter is K, the" greater is the demand for money. The’ demand 
for money varies directly whereas the velocity of circulation of 
money varies Inversely with iT. 

Suppose now that Af is the total quantity of money supply 
in the. society, P the average”" price per unit of ,T, the total trade 
in goods and services pei; year and K th e length of time for which 
riibney is .'demanded. Then P T would represent demand for 
.money for ! an entire year and P7" x K ar M PTK ~ ; i.vbuid represent 
'thfi jleriiand for... money , for . the - period. K \K being expressed 
in terms of years. Generally, however, K is only a sniall fraction 
being equal to a few weeks or months of a year). Tlic supply 
of money is M; the demand for money is PKT:..-. The value of 
money at die point of equilibrium would be such as to equate 
supply and. demand And- so at the point of equilibrium 

. 26 FE 



TjHEORY OF MONEY 


4-03 


the community feels that it has a surplus over the present supply 
which it should use up in purchasing goods and services; the 
expenditures of the people go up and prices rise till the pui cha- 
sing power -of the existing money supply is lowered to -the level 
demanded by the community. The increase in the price- 
level we might observe here should be proportional to the de- 
crease in the demand for money, otherwise the same supply of 
money as before would purchase less or more amount of goods 
than the community demands. And at the point of equilibrium 
sucfaua ..situation is impossible. Tn the interest of equilibrium, 
therefore, when the supply of money does not change price 
increases or decreases must be proportional to the decreases or 
increases in tire demand for money. We give no , separate 
treatment to what would happen when demand for money 
increases for it is just the opposite of the earlier case. 

All this happens in the long run. In periods of transition, 
however, prices may or may not be proportional to changes in 
the supply of or the demand for money . The extent of price 
changes will depend upon the relative movements of T and K 
( in the transactions type of quantity theory we saw that they 
depended upon the relative movements of M, T and V ) . Since 
K**IIV here, the analysis given in case of the .earlier theory 
would .apply here too with only that much difference which 
the relationship between K and V implies by assumption. 

The supporters of the cash-balance type of quantity theory 
claim that their own explanation of the process by which money 
value is determined is superior to the cash transactions ap- 
proach because of two chief reasons. One is that their theory is in 
harmony with the general theory of value which explains the 
determination of any value in Economics as a result of the 
interaction of the forces of supply and demand. The other 
reason lies in their connecting the problem of the valuation 
of money with the direct force of subjective valuation. Just 
what money would purchase does not depend on remote trade 
transactions but on the immediate decisions of human beings 
to have a certain .amount of real income with them. 

. We may not dispute the claims of these supporters^ but 
we can frankly tell them that the substance of what they. talk 
about is essentially the same as the one which. the “cash-trans- 
actions” theorists too talk about. 

Saving and. Investment Theory 

To. a good number of modem monetary economists this 
way' of 'approaching the problem of the value of money looks 
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goods and services. Thus, the total amount that the society 
4 spends upon the purchase of T goods and services consump- 
tion, and production, out of its income Y is equal to P X T X plus 
P.yTo. If one unit of T is priced at P in the market then PT 
is the measure of the total expenditure of the society in pur- 
chasing T goods and services. But since P t T x plus P.,T. 2 is 
also a measure of the same expenditure we would say that PT 
equals P X T X plus P a T z . 

Now, if N is the amount of money that is saved (these 
monetary economists define savings as that part of income which 
is not spent on consumption goods and services), then T minus 
.Vis obviously the amount of money that is used up in purchasing 
consumers’ goods and services. Hence, PT — Y — ,N-\-P„T, 


p T , PnT., — N , . 
or P*= j-4- - ~y ...(a) 


Since Y is the money cost of producing T goods and ser- 
vices , JT/T is evidently the cost per unit of T which is the same 
tiling as cost per unit of output produced by the society in the 
period K. 

We can see now from the equation (a) that when 

n=p s t,, 

Y 

so that P= j- t 

When N<P.,T : , >0 or a positive quantity 

so thatP> 

P T — JV 

i. And when jV>P.,T ^ — < 0. i.e. negative, making 



Now, ,i? u T” 2 Js the. amount spent on production goods and 
services and JV is the amount that is saved. Substituting words 
for symbols in the above conclusions, if the entire amount saved 
equals the amount spent on producers’ good' and services, 
the price per unit of T equals the cost per unit of T. There 
will be no profit or loss and production will be in equilibrium. 
If the whole amount that is saved is not used up in purchasing 
producers’ goods and services but only a part, then, the amount 
spent_jm_q3roducers’ goods and sendees will be less than the 
total amount saved. The price per unit jrTJTl viJL be less than 
the cost per unit and there will be losses. The output will 
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When a rupee is paid to an Indian merchant in exchange 
for the goods and services bought from him, he would rpadily 
accept it for it is a legal tender and passes from hand to hand 
without difficulty. But when a rupee is paid to an English 
merchant in exchange lor Ins-goods and services, he would 
refuse to accept it as he could not with thatLmp.ee - buv anything 
mins country. A diiiercnt currency, viz, the £ is in use there. 
This fact of the non-acceptance of the Indian rupee by an Eng- 
lish merchant, however, does not pre\ ent an Indian from buying 
goods in England ; it only makes less simple ihe problem of 
payment. The Indian merchant will have to get his rupees 
exchanged for a certain number of £s first and then pass these 
on to the English merchant. Foreign exchange refers to the 
fact of paying the foreigner certain amount of one’s own cur- 
rency after it has been exchanged into the currency' of the 
foreigner. The precise meaning of the term “foreign exchange”, 
however, varies with the context in which it is used. If we say 
that India needs today' such and such an amount of foreign 
exchange to buy capital abroad, we mean by it the amount of 
foreign currency that India would like to exchange for her own 
currency for foreign payments. If we say' that the foreign 
exchanges of India have not been widely fluctuating for some 
time past, w r e mean that the rates of exchange between the 
rupee and the foreign currencies have been almost constant. 
Foreign exchange also refers sometimes, to bills of exchange 
and banker’s drafts etc. And sometimes it might refer to the 
mechanism through which trade accounts are adjusted between 
the various countries of the w'orld. 

The necessity' for exchanging tupees into £s arises because 
the rupee is not a legal tender i nllEmg land . Had there been 
a coin or currency tha t w j as legal tender in all the countries of 
the world, ~th e necessit y of such an exchange w r ould have div - 
appeared T But there Is none such unfortunately.’ The U . S7A . 
once made a proposal that all the countries should use an in- 
ternational monetary L_uniL_c aIled “Unitas” (c onsisting of 137 j, 
grams of fine gold). The Lfiaite^KuigHoni made a propos al 
tha t all the countries s houkl use a currency called ‘‘Ba ncor’ ’ . 
But neither of these proposals materialised. And each co untry 
of theXv orld continues to follow the same rut of excha nging. 
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t j (hf foreitjm r s to mt ke^pa y ments_ to^thc 


(aha r d ree uuLr a gold > andar d — The question that 
rop' n T TT\ <?Trrr>i ?tr\ deride the j ate_jtUninxh 
<»v ia ii n be cxchiMRC fripr the foreig ners ? Or 

ip nUe v >i I TT tit dir r\ oT^tlie determination of the 
rams of n I pp«* betv *en he countries of the world ? 59l£ n 
sne *ounhie < i rr » cd 1 >i p< n to lie on a gold standard the 
Betel mu atiTn < 1 such" «• ins prov nlctr' there~irTrpT mo \ cment 
of gold f " TFVat^is eiv^_ind_aiitomaiic 

J n o ( ~£t iy ti uflng -touamyy n r c on the gold standard, 
I'til if t* i rc arc no obstidrs to the imp ort antTs^P 0 9--dQjtt!iJ . 

tbm he TTffK r~ nt rurreneTm "u< rigi dly linked to gether .for 

instinct ~Tf "~n une<_~ol gold nil nt coined iiu o a defi nite 
number fp ninth su ling mdTnto tncnty Bnncs is man) marks 


nicir»lTt r '"lhFbi avuioral nsu mphun th at no rmis arelnvom .d, 
ine~r in corn i* U nnrli into~| t , and v ice versa”" ^a jid 

the r ite ui ext h^ngr 'isjthus automat icall y fixed at i h” -Q 
mat K s " 

A gold standard says Harbcrlcr ‘ m the narrower sense 
signifies a monetary system under which gold coins of standard 
specification or gold certificates with 100% gold barking form 
the circulating medium In the wider sense it covers all those 
cases where notes or silver coins arc legal tender provided 
they are convertible into gold at a fixed rite There must 
of course, be no prohibition of the melting down of gold coins’ 

What happens if the rite of exchange in the countries 
leferred to is not I £ — 20 marks but something else 5 Suppose 
that it is I£=il8 marks only People now, m the countrv 
where marks constitute the currency, will like to exchange 
marks for £s, convert £s into an equivalent amount of gold, 
and get that gold converted into marks again Suppose one 
ounce of gold is equal to X £s in one country' and .as said above 
to 20 X marks in another then the rate of exchange should be 
in* xr t , ,l 15 1 £“18 marks then people will sell 
18 X marks for X £s, obtain an ounce of gold for those £s 
and have it converted into 20 X marks again They spent 
18X marks and get 20 X marks, making thereby a profit of 
marks on the transaction When a large number of 


tf , c on P * *■ inarxs m hil en« 

Thedemandfoltr 2 ? marJ £’ fhc °PP«Mc process would set in 
the demand for marks would increase, the value of marks would 
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go .up till 1 £ = 20 marks again. Eventually then the rate of 
exchange under a-gold standard, with free convertibility between 
currency and gold and unchecked flow of gold between the 
trading countries would necessarily be such that one unit of 
a country’s currency would be convertible in the same amount- 
of gold in which those numbers of units of other countries’ cur- 
rencies to which the one unit of the former country’s currency 
is equal would also be convertible. 

Under a gold standard, the problem of payment can be 
greatly simplified provided there is ample supply of gold avail- 
able for making payments. For then if some one in Germany 
purchased X £s worth of goods from an English merchant, he 
will at once ship him an ounce of gold which when got conver- 
ted into £s will make the merchant there the wanted number 
of £s available. So also can an English buyer send gold to 
a German merchant for the goods purchased from him. 

The technique of foreign bills of exchange — Ordinarily gold 
is not thus transported. There has been in fact a growing 
tendency to economise the use of gold in international pay- 
ments. The next course open, then, to take up our own ex- 
ample, is that the German merchant should purchase £s at 
the rate of 1£ = 20 marks and make payment to his English 
creditor, for the goods that he has bought from him. In reality, 
however, even this may not come to pass. Owing to the use 
of foreign bills of exchange and the presence of a larger number 
of buyers and sellers ‘ of English and German goods in both 
these* countries, the necessity of exchanging marks for £s and 
£s for marks might be greatly obviated. We shall see now 
how this happens but before we do that, we better understand" 
that chief instrument with the help of which international ' 
transactions are settled. This instrument is called the foreign 
bill of exchange. A foreign bill of exchange is a claim drawn 
by a seller upon a foreign buyer for tire amount for which he 
has sold Iris article to the latter. This claim should be fulfilled 
within tire period of time for which the bill has been drawn. 
There are three main points of difference between a cheque 
and a bill of exchange. A bill will be drawn on any one who 
owes a debt to the drawer whereas a cheque is ever drawn 
on, a bank only. A bill is payable on maturity (unless it is a 
sight bill) i.e. when the time for which the bill has been drawn 
just expires but a cheque is payable at sight. ,A bill 
will have validity only when it has been “accepted” br- 
him on whom it is drawn ; a cheque needs no such 
“acceptance”, - - * 
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The use of low 4,11 bills implies (he avoidance of actual 
exchange of uirnnurs Suppose lint a German bu>cr has 
placeu an order foi ^ods worth £1000 with an English mer- 
chant IV 1 ngh h m tchmt will then draw upon this German 
nn^r a hill (lair mg UU 00 from 1 im for the sale, that he makes 
to lum an 1 vnd tins biU for utrptantc to him The German 
h lyer will writ the w tl » upictl mil sign it on the bill 
uid i ml «t ui I r rh 1 ughsh mm hint who !m now the 
pi omi < ii n i» (, inn that V would pa> him £1000 when 
hi hill s pic 1 1 ultilii iJtt-i matunts 


Suppos also th it thm » in knghsh bluer who Ins bought 
grods worth >0 000 milks from \ German merchant Tlierc 
ire now tour pane t» settle their account The English 
merchant ami the Germ in btiscr the German merchant and 
the rnglLsh bu>er, two oi tin so hasing claims for payment and 
two h-wing obligations to pi\ 

how this s what generall) will happen Tlie English 
busci who l«as i > m \kc the pa>ment of 20,000 mirks to some 
ruMVw; ,ne,thllM t wl11 mec ‘ 'he Inghsh merchant who claims 
tli ,0l "c b l i>cr m Germany and purchase from him 

mrr2 ' r ' ° f £l P°° Hc ' V,U thc ” »e»d this bill to 

us creditor m Germany who owes lum 20,000 marks with ins- 
me^iTV 0 pres . ent th ’ s b ’ 11 to the German buyer of the Fnghsb 

te'lV'Thm?' e«, from 1»"> Hie 20,000 marks 5 tlnt 

And no necessity nf hcwi „ Cinnge from England to Germans 
far marks Tver^Le mC '° ° b,lm marks fnr £ ’ a " d l ' 

also m an extended Msfllhere hmElfc °r m ' r - °"' n '* am P''. *" 
buying and selling their respeenve ™ ,° f pa j tlcsilrc engaged m 
generally tend to be settled K K * and scre ices, accounts 
market Tl,ev are .he »pStS, d ^ST" r ° rc,B " bl " 
money abroad i„d ,1,„ •J?,EL." r ! ,w !" r "K" bills who owe 
have to pay money to the fore,™ r dcmaad such bills who 
of foreign btlls at any nine r.m„, lt >? a l be that the suppls 
here arc more people who ha’ ’T " ,h ' d '"»n<l fur .1- 
Wh® have to claim Orthesupoh m P' l l nrem s and less 
implying larger number of tbme JE 1 ',. 1 ' Erca,er 'ban demand 
" " ho base to claim payments 



foreign exchange 


4U 


abroad dian of those who have to make their payments. We 
shall analyse both these situations. Let us take that situation 
first in which the demand for foreign bills is greater than the 
supply of diem. 

Disparity between exports and imports and its impact upon the rak of 
exchange — We now get back to our earlier example of Germany 
and Great Britain with gold standard working at 1 £ = 20 marks. 
Suppose that there are less German exporters to England than 
there are German importers of the English goods. The supph 
of foreign bills on England, therefore, would be less than the 
demand for them, there being more of those who have to pay 
to England than of those who have to receive from that country. 
Now if German importers do not buy these foreign bills on 
England but transport gold instead to that country for paying 
off their debt, there must be some transport charges also in- 
curred in gold transportation. Suppose that dre transpor- 
tation charges of gold per £ to England is £ a mark. Then for 
even- parcel of gold sent, the German importer will be a loser 
to the extent of 1 a mark per £ and the rate for him would 
really be 1 £ = 20£ marks, rather, than 1 £ = 20 marks. The 
German importer, who cannot have foreign bills on England 
in abundance, will think twice before he is willing to incur 
a loss of £ a mark per £. 

Here on this side, the supplier of bills on England seeing 
a scramble for their bills amongst the German importers will 
like to exploit the situation by charging a larger number of 
marks for the same number of £s than before. This they can 
do when they ask the buyers of their bills to pay not at 1 £ = 
20 marks rate but at a rate which is higher than this. 

Let us suppose that they demand the rate 1 £ = 21 marks 
from die buyers of dieir bills. Will die buyers agree to this 
rate? No. If they do not buy these bills and send gold instead, 
they would be paying back dieir debt at 1 £ = 20£ marks only. Why 
should they agree to buy the bills at a rate more unfavourable 
than this? Suppose the sellers of die bills are willing to sell 
their bills at 1 £ = 20]- marks. Will the buyers agree now ? Yes, 
they will because diey spare themselves the loss of mark per 
£ which direct transportation of gold would have involved them 
in. So long as, in the situation of the supply of bills on England 
being less than the demand for them, the rate of exchange is 
less than 1£ — 20| marks, the German importers of English 
goods who have to make payment for these goods to die English 
merchants will find it less advantageous to export gold and 
would rather buy these bills from the German exporters. When 
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is the gold import point or upper specie point for Germany 
is tire gold export point or the lower specie point for England ; 
that which is tire gold export point or the lower specie point 
for Germany is the gold import point 01 the upper specie point foi 
England. The rate of exchange 'rises above the gold export 
point when the supply of bills is greater than the demand for them 
and secondly there is difficulty in obtaining gold from England 
for importation. The rate of exchange falls below the specie 
point when demand for bills is greater than tire supply of it and 
secondly there is difficulty in obtaining gold for exportation. 
It can be easily imagined now that in face of the growing Indian 
demand for American goods rupee would have easily passed 
below the specie point had the perfect conditions of an interna- 
tional gold standard prevailed. The demand for bills on 
America being greater and gold being not easily obtainable 
for exportation, what else could have been the result ? 

Now when tire rate is tending towards 1£ = 19|- marks or 
beyond, we have seen that it is tending to be favourable and the 
situation -is characterised by a supply of bills greater than the 
demand'for them; exports from Germany to England are greater 
than the imports from England to Germany. But when the 
rate is 1£=19-| marks or about that, a reverse process comes 
in evidence; the imports begin to increase and exports go down 
till' exports and imports have become equal; there is the same 
supply of bills as there is the demand for them and the rate is 
once again set at 1 £ = 20 marks. 

Why does this happen ? Because £ has become cheaper 
and tire German merchants naturally want to take advantage 
out of it. For the same thing which costs 1 £ they were paying 
20 marks before; but they will pay only 19-| marks at this time. 
And so a tendency sets in to import goods from England into 
Germany for they are cheaper' now in terms of the German marks. 
Imports to Germany move up and there appear more of those 
who demand foreign bills of exchange on England. 

On tire other side in England, there is a tendency for the 
English merchants ‘ to export more and more to Germany. 
Formerly when they sold an article worth 20 marks in German), 
they got l£‘only; now when they sell the same article worth 
20 marks in Germany they get more than a £. Exporting 
becomes more profitable to England than importing from 
Germany . Thus we see that both in England as well as in 
Germany, tendencies begin to work -to set right the disturbed 
uade balance between their respective exports and imports. 
Ir. Germany imports increase and hence the demand for foreign 
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This buying and selling of currencies in advance is known 
as “forward exchange business. “Forward exchange” r as we 
have seen above is a 'device to get rid of losses resulting from 
fluctuations in exchange irates. 1 • >' 

Exchange ratio without gold standard. After this digression 
we come to the consideration of the determination of exchange 
lates again. Under a gold standard we saw that the problem 
was simple. What happens when the conditions of gold standard 
do not obtain ? 'Ever since 1 gold standax-d went out of fashion 
amongst some of the leading countries of the world, economists 
have been greatly in search of a correct theory explaining the 
determination of foreign exchange rates. 

The theory of, absolute purchasing power parity. Two ' expla- 
nations or theories. have been advanced. The one is the theory of 
purchasing power parity and the other that of the balance of pay- 
ments. We shall take up the purchasing power parity theory 
first. ✓ ' - i ’ ' 

yS , , t* ( , l 

If 1,250 dollars buy>a certain amount of goods and services — 
wheat, shirts, houses, etc. in the U. S. A. and 100,000 francs 
buy the same, amount and quality of goods and services in France, 
then the rate of exchange between France and the U. S. A. would 
be 1,250 dollars = 100,000 francs or 1 dollar = 80 francs. The 
equilibrium rate- of exchange will be such that one unit .‘of a 
country’s currency will buy the, same amount of goods and services 
which 1 so many units of another country’s currency , to which it , 
is equal, will buy on their own soil. In other words, the rate 
of exchange will, be such that the two sides to it have the same 
purchasing power . The rates of exchange {will equalise or 
establish a parity between the purchasing powers of the currencies 
of the trading countries on .their respective soils. This is what is 
popularly known as .the absolute purchasing power parity 
theory. , The' theory is -greatly associated with the name of 
Gustav Gassel; who made it populai . t Just as under a gold 
standard, the equilibrium rate of exchange is achieved at the 
point of mint par where the two sides to the rates represent 
the same amount of gold in them, under non-gold standards, the 
equilibrium rate of exchange is achieved at the point of the pai 
of purchasing, powers >of the, two sets of currencies indicated 
in the Tate. 

Now ithen, We saw above that the rate of exchange between 
U. S. A.- and Fi*ance should be 1=80 francs, for then alone it 
will establish purchasing, .power parity. What happens if the 
rale is 1 dollar = 70 francs ? 

27 fe 
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A man with /0 fnncs mil obtun i dollar in exchange for 
u„ own monev, purclms: null this dollar a certun -unaunt oi 
Loods from Amenta and sell tlicse goods at 80 francs nr rnnee, 
therein making i profit of 10 francs on tilt transit lion (Goods 
worth i dollar must obviously sell at 80 francs m Hanes lor this 
swim vc haw assumed in our example; Mmymer- 
Lhants would begin to eim profits m this mannei iSaturillv 
then thi demand frr doll us m terms of fnncs would inert >sc 
ind die pnee f d illars in ttims of francs would go up too 
I ventuallv oncdoUir will exclude for 80 francs Ifthccxchange 

I lie is 1 doll ir-no fumes, a process opposite to that analysed 
ibovc will set in n tiding ic drive the rate at 1 dollar** 80 fiancs 
again this time of com sc, the ball will be set rolling by tht 
United btatts met chants, their demand for fnncs would increase 
for francs arc cheaper now, tall the value of franc lvas risen 
high enough to reich the equilibrium level 

We thus see s i) the supporters of the theory that the rate 
>f exchange will be in equilibrium only when the two sides to 
it represent equal purchasing power If a different rate is 
established, it will intimatelv tend to ipproach the equilibrium 
rate just as fluctuations tend to correct themselves under 
i gold standard, they tend to correct themselv cs under non 
yfld standard conditions also Onl) that whereas fluctuations 
under a gold standaul confine themselves within the limits 
set by the specie points, fluctuations here do not he limited 
within any definite points 

The theory of absolute purchasing power pant) has been 
found unacceptable for the following reasons First, it assumes 
that when the rate of exchange is 1 dollai **?0 francs French 
merchants who h ivc spent 70 francs on a dollar and purchased 
Amenc m goods with it will be able to get these goods easily into 
France for purposes of selling them for 80 francs again How can 
a house be had from the United States? The greater the number 
of goods of tins type the less will be the chances that French 
merchants would demand dollars for buying goods in America 
and selling them into their own country, naturally then the 
less also will be the rise in the value of a dollar and it may be 
that Once disturbed the dollar may never touch 80 fra no 
level again 


Hie demand for a dollar depends upon the dem uid foi 
w!l W 'l Ch C3n bc trad<d Wltl * between France and the United 
demmul fnr H,? 016 cUen< ¥ st «tment we would say that the 
demand for the currency of anv country is linked up with the 
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demand of only those goods of that country which can be and 
arc internationally traded. And it is such goods that can in- 
fluence the value of the dollar. But here too sometimes the 
influence is not sg definite as to push up the exchange rate neces- 
sarily to tire equilibrium level in die end. When the rate is 
1 dollar = 70 francs, the demand for dollars may not be so 
great (for there may not be any large number of merchants eager 
to have wheat, cloth or steel from the United States) as to push up 
the value of a dollar to 80 francs in the end. This lack of demand 
might be due to die fact that diere is only a smaller number of 
merchants in France willing to buy and sell internationally 
traded goods. It might also be due to the fact that transporta- 
tion charges frdm U.S.A. to France arc so high that if goods arc 
resold in France, they leave no margin of profit at all on the 
francs that were spent to buy dollars and with them die Ameri- 
can goods. 


The theoiy then is difficult to apply in practice. Wc 
cannot easily compare die purchasing powers of a dollar and a 
franc. A dollar is spent on different qualities and quantities 
of goods and services; and a franc on different ones. If one 
dollar purchases X and 80 francs purchase X x , ,how r can we say 
that 1 dollar =80 francs ? This would be possible only when 
1 dollar or 80 francs bodi purchase X only. In reality despite 
all superficial similarities, these Xs would not be the same. 
And yet the charge that the theory is impracticable is no charge 
in a way. Much of what is theoretical is impracticable^ 


A second version of the theory. A second version of this theory 
is less pretentious. The first version — the absolute purchasing 
power parity theory — which claims that it can help to determine 
an equilibrium rate of exchange, is, as our analysis shows, 
not satisfactory. The second version, we shall presently see, 
is also not quite acceptable. It does not claim much; it 
does not, say, for example, that it can explain an equilibrium 
rate of exchange; it only says that when changes take place in 
the purchasing power of a certain currency relative to the pur- 
chasing power of another, the equilibrium rate of exchange 
fluctuates in a certain manner. Thus it only explains the changes 
in the equilibrium rate of exchange when tire price levels in the 
trading countries have changed relative to each other. It assumes, 
rather than explains the equilibrium rate of exchange. 

Suppose tha t 'the equilibrium rate between India and England 
is 1 Re. = 1 sh-6d. Suppose also that when compared to a base 
period prices in India have risen four times and those in England 
have risen cent per cent so that a rupee buys one-fourth and a 
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£ one half of what it did before The increase of prices in India 
relative to England is twice the increase in the English prices 
The same article which cost X rupees before would he available 
it 2X rupees now The English merchant i clever enough 
lot 10 pav 2\ rupees lie will so adjust his n t e of exchange with 
India that the same number of £s which equalled X before 
ould equal 2A now so that foi this change m the Indian prices 
he is not a loser When the piicc increase in India is double 
relative to the puce increase in England we see thus that the 
extern d value of the tupce m tcims of £ becomes £ of what it 
vns before Rs > would equal Ish — Cd or the rate of exchagc 
would be i Re=9d It the price increase m India is three time* 
tint in Tngland die external value of the rupee in terms of £s will 
fall to one third and so on But this implies one \er\ important 
issumption— ‘that the ch«ticiiv of the demand of the English 
merchant lor Indian goods is unity He spends the same number 
of £s as before only tli it the rate now is such that w hen con\ cr 
ted into rupees, the-c £s bring him the same articles or goods 
which he was buying with these £s at die earlier rate and the 
earlier pnccs 

Put in a mathematical form 


111- present 
price of a rupee 
in terms of 
English currency 


tsl ang 
*=rate m 

the base period 


Present British Base Indian 

Price Index Price Index 

Present Indian * Base Bmtish 
Price Index Price Index 


This formula can be used for evaluating my rate of 
exchange provided we make proper substitutions If the 
equilibrium rate of exchange is l Re «=18d , the base Indian 
price index is 100, the present Indian pnee index is 400, 
the base British price index is 150 and die present British 
price index is 300, we will get tiic present price of a rupee m 
terms of English currency at lRe*=9d 


Tins version of the purchasing power parity theory is 
unacceptable for the following reasons — 

It assumes rather than explains the equilibrium rate of 
exchange 

Secondly, its analysis is based on price indices of individual 
countries in which most of the goods are those which do not 
enter into international trade Ahd we have seen above that 
only goods which arc internationally traded have impact on the 
problem of foreign exchange determination 


nf ii?r r ? V,lhe ***$?* assumes that the elasticity of the demand 
of the foreign merchants for a country’s goods is unity This 
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is' not necessarily the case .When prices in India rise relative to 
those in England, the amount which English merchants- are 
willing to spend on Indian goods can easily be different from the 
earlier one and the elasticity of the English demand for' ‘Indian 
goods would cease to be unity then. 

Fourthly, just as die piice-level influences the exchange 
rate ,, the - exchange rate might also influence the price Ie\el. 
And in that situation the theory becomes absurd . When a 
country’s currency has depreciated, an increase in exports might 
lead to the 'search 1 of cheaper means of production and hence to 
lower prices. 

Fifthly, the rate of exchange is determined as much by 
capital movements and speculative activities of those who deal 
in foreign currencies as by the sale and purchase of goods and 
services. This theory seems to assume that the lates of exchange 
are determined by the movements of goods and services only 
and of course, by the movement of their prices. 

Lastly, there is an assumption in the formula above that 
exchange rates are determined by the movement of prices in 
such a manner that all go up or down in an equal degree. This, 
however, may not and , in fact, often times does not happen. 
One price may change more than another. And hence foreign 
expenditure on one article may be greater than on another and 
differently affect the exchange rate , though price change has 
not distributed. itself equally over all articles. 

Balance of payments' theory.' We take up now- the theory of 
the Balance of .Payments.,, Some economists have maintained 
that the rate of foreign exchange is determined by a country’s 
balance of payments. A balance of payments is a' brief state- 
ment of the foreign economic dealings of one country say A 
with another country say B. There 'are two sides to this state- 
ment. The one is that which shows what A is to receive from 
B and the other which shows what B is to receive from A. The 
amount which B is to receive from A represents A’s supply of its 
own currency in terms ofB’s. A will naturally be willing to 
-supply that much of currency to \B which is necessary to pay i?. 
The amount which A is ,to receive from B oi w'hich is the same 
thing which B has to pay to A, represents, B ’ s demand for. A’s 
currency in .terms of its own. The balance of payments repre- 
sents thus .tire supply, of and tire demand for ff’s currency in 
terms of B’s. Tire rate of • exchange of /Ts currency for B’s 
say the supporters of this theory, will be determined by the 
forces of the supply and demhnd of A’s currency.- 



122 


PUNDAMENTAI.S 0? ECONOMICS 

A'l balance of parents ,o»H approa.matc .he rolling 
typical form* 

On the credit side the following will be stated 
(a) Expoits of merchandise to B 

Expenditure of the tourists from B 

Ocean and atr transport sen ices rendered to B 

Banking and insurance services lcmleml to 1\ 

Interests and diudends received from T, 

Emigrant remittances to B 
Expenditures of Bs government m A 
(4) Imports of capit d 
(lj lunger t«mt capital 

(1) New securities btlcmgmg to A sold to B 
it B s hrect mviMmtnU in 1 

til) Silt t> B of outst Hiding securities belonging to A 

(2) Short term capital 

(t) Increase of bank balances owned by B in A 
(ii> Reduction of A s b dances in B 
(c) Exports of gold 
(i) Physical export of the metal 
it) Reduction m As gold on carmarl ui B 
(in) \ddition to B s gold on earmark in A 
On the debit side the statement will indicate the opposite 
of these items e g imports of merchandise from B, exports of 
capital to B imports of gold from B and so on 


It should be clear from this classification that the balance of 
trade and the balance of payments arc not the same or iden 
tical Of course the balance of trade does fotm a vital and 
generall) a major pait cf the balance of pay menu 


The necvssarv ll ing to know in this context is the 
fact that the total amounts on both sides of the balance of 
pasment must inevitably tails The credit and the debit 
side must nece^ardy balance And since the credit 
repicsent demand for As currcncv and the debit the 
supplv or 1 s vurrencs foi P the supply and the demand 
lor \s> emrenev for Bs indicated in the balanrr of 
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payments must. obviously always 'be equal. A country’s balance 
sheet shows what it is getting and spending at the same time. 
Its spending cannot for all times be greater than what it 
is, getting. Nor can its spending be for ever less than its 
income. All that happens is that when surplus ’ money 
cannot be used by, -a, country anywhere else, it is spent in 
advancing loans or (though that seldom happens) in hoarding. 
International borrowing or lending automatically occurs to 
bring about equality between the credit and the debit" sides of 
the balance sheet when other items fail to bring about this 
equality. 

When this is the situation, then, the balance of payments 
theory might naturally appear axiomatic. For, it seems' to 
maintain that automatically and always the income and the 
expenditure sides balance each other. There is no possibility 
of a country having a balance against or in its favour. The 
rate of exchange, it might then seem to follow, has hardly any 
part to play in bringing about this equality. 

This however is not a valid objection to the balance of 
payments theory. For one thing, it is logically the most correct 
theory as it is based on the most fundamental law of supply 
and demand. It says that the price of a country’s currency 
depends on the demand and the supply of that currency. Wc 
cannot criticise this theoiy without criticising at the same time 
the very foundation of the Theory of Value. 

Moreover, it must be noted that when we say that the 
two sides of the balance sheet are always and automatically 
equal we are paying little attention to the role of the rale of 
exchange. It is through this 1 ate of exchange that the equality 
is brought about. Each country has its bills made out, as 
it were, in terms of its own currency. And we cannot say whe- 
ther the bills of the two counties are equal unless we know the 
rate at which one bill is to be converted into the terms of 
the other. It is here that the rate of exchange comes into the 
picture. At any given rate of exchange this equality may not 
be achieved. When such is the case, one of two things must 
happen. Either the rate of exchange must change in such 
wise as to bring about this equality, or the balance must be treated 
as an invisible export from one country to the other ; that is, 
it must be treated as a loan from one country to the other. In 
reality both these things happen in most cases. Thus, the rate 
of exchange and balance sheet act and react on each other. 
Finally, the rate must be such as to balance the account, 
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And it is only this that is implied when it is said that the rate of 
exchange is determined bv the balance of pay ment* 

Both the purchasing power parity and the balance of 
payments theories possess importance The latter, as we have 
just remained, 1 the most fundamental and is based directh 
on the demand and supply theory of value Like all funda- 
mental statements, it therefore, becomes axiomatic But truth 
must be selfcvid'*nt The purchasing power parit\ theory 
is, by contrast, less fundamental in character. But foi that 
very reason it oftvn becomes more useful in practice ’ For 
instance, it draws the attention of a go\ eminent most pointedly 
to the fact that inflation has its effects on the foreign rate of 
exchange For a ccuntiy, therefore, that washes to adopt a 
certain policy in regard to the mte of exchange it is imperative 
to pav attention to its intei nal price level 
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CHAPTER XXXXIII 
CREDIT AND CREDIT INSTRUMENTS 


None, but ‘currency cranks’, attaches to Currency at present 
that supreme importance which it was imbued with a centur) 
ago . So vast and sweeping have been the changes which our 
world has witnessed in recent years that currency has now become 
simply ‘the small change’ of credit. Banks, not„goyernments, 
are now the principal creators of money. No doubt, the national 
government "still declares and ordinarily issues the standard 
money and fractional currency of a country but it delegates 
to the central and commercial banks the right to issue the chief 
kinds of money. No doubt we still continue to purchase cinema 
tickets and our daily supplies of commodities like fiuits and 
vegetables with currency but their value is only a small fraction of 
the amount for which securities and other commodities are 
daily bought (specially in the wholesale market) on credit with 
credit instruments which are simply written evidences of antece- 
dent credit transactions. These important sinews of modern 
trade and industry — credit, evidences of credit and creators of 
credit form the subject matter of this chapter. 


Definition and nature of credit. In ordinary language, credit 
(deiived from the word ‘cr ed ere’ -which m ean s ‘to trust ’ ) connotes 
simply faith, belief or tiust, but" ih'Econbrhics this” word is used 
in a technical sense to denote the ability of a person to infuse 


in another person that confidence in his ability to pa) 
and in his honesty which enables him to obtain from this 


other person a thing of value such as goods, services, money, or 
good-will, without making an immediate payment of its equi- 


valent, by simply making a promise to pay the same 
at some future date. The .cre dit of a pe rson is measu- 
red by the amou nt which he carfborrow fromjotHeiT. FronTthe 
lendef’s'poihrdf view, it is a right to 'receive payment, and from 
the borrower’s point of view, it is an obligation to make payment 
on demand or at some future date on account of the transfer 


of goods, services, money or good-will to him at the present 
time. In other words, what is debt from the debtor’s point of 
view 7 is credit from the creditor’s, point of view. When a bankei 
says that he has allowed a credit for rupees five lacs he signi- 
fies that he has a right to receive this amount from his debtor. 
On the other hand when a businessman says that he has obtained 
a credit for rupees one lac, he expresses his indebtedness to that 
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extent Gredins, in a an x, a lu dinf, optiaUcin, imohmg pMt- 
poned ptMnem, nr a prntrarttd exchange In other words 
ft is t transfer of xalue imohing the return of its equivalent in 

/ rms of money m future 

U credit vpud ' In the words of Ricardo, Credit is the 
means wliirli is alte-nuncl' tiansftrred from one (owner) 
to another u mike use of iipn d actually existing, it does not 
ci “ate .apilil it determines ml) b) whom tint capital shall 
b* employed Accoichrig to ) b Milr Credit being only the 
permission to use the capital of another person, the means m 
oroduction cannot be increased by it, but only transferred 
Credit no doubt, enables capital to flow from a person who 
owns it to another who can put it to a more profitable use, and, 
therefore, it increases the product i\ it\ of v apital 

Does the creation of credit then ultimatrlv result m tilt 
creation of additional capital goods or wealth * Generally 
speaking, it docs this onlv indirectly through a rise in price 
which reduces consumption and stimulates producoon.and 
directlv where credit draws out hoarded wealth for being emplo- 
yed productively Fresh capital goods arc then created and the 
volume of capital available in the community is increased 
But creditcan increase pure capital too besides increasihg capital 
goods For, a credit instrument serves the same purpose as cash 
It adds to the supply of purchasing power available to the 
. people and thereby directly increases the quantity of capital 

Distinction beliuen credit and credit instruments Credit, we 
have seen, is an abstract thing or a belief wlucli results in lending 
something of value or in an arrangement for deferred payment, 
but credit instalments are the tangible and visible written 
evidences of antecedent credit transaction* Thev are written 
promises to pay a specific sum of money on demand oronsome 
future date They take several forms, such as cheque*, drafts 
bundles, promissory notes, postal orders and money ordeis 
These credit instruments, not credit itself, serve as important 
media of exchange and influence the price level 
,« Essentials of credit Confidence, amount and time ire three 
psential elements of credit lJT_An_ essential part of a credit 

transaction is the transfer of goods to the borrow ex on an oblt- 
? t ’“ n , to return an equivalent value (not the identical cords 
tnemvelvex) m the future Ymlnont such a transfer of value 
m™?n?., P 7 0n ano } he _ r » th f question of postponement of 
f ctc ? n d , oes , not anse Before allowing 
such a transfer of value, the lender must have confidence 
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in (i) the ability ofthe borrower to pay and (ii) his intention to 
pay. The confidence wliicHTormsT the basis of all credit is based 
on the value of the property which the borrower possesses or is 
likely to possess and on the character of the borrower himself 
and of his business. For assessing lire customer’s character 
bankers investigate into ( a.) bis perso nal habits, extent of hir 
addiction to drinking and gambling, Iris own and his wife’s style 
of living, his social ambitions and his religious affiliations, (b) his 
age and general experience, his intelligence, common.scn.se and 
shrewdness, his reputation for ability as judged by the extent 
of his success in his own business and side-businesses, (c) his 
past record for honest dealings. Bankers form an idea of the 
character of a customer’s business by taking into consideration 
(i) the ratio of quick assets to current liabilities, (ii) the amount 
of capital invested in the business and the proportion which is 
self-owned, (iii) the character of goods stocked, (iv) the rate of 
turn-over of the stock, (v) the location of the business and the 
extent of competition v'hich the business has to face there and 
(vi) the. sum for which tire business-house is insured. 

. ( 2 ) Moreover, tire debtor’s obligation should be capable of 
being expressed as a definite amount of money. The credit 
position of one person differs from that of another person, and 
various persons enjoy credit up to varying amounts/^' 

(3) The element of time is an essential ingredient of every 
credit transaction. This element is introduced whenever pay- 
ment is postponed and credit is allowed to a customer. With 
an immediate payment, tire transaction becomes a cash trans- 
action. Moreover cred it is. allowed by 7 a shopkeeper or a banker’ 
to different p otio ns for varying periods of time up to which it 
nrav be considered safe to lend to each of them. 


Functions of credit. The chief function of credit is to transfer 0 
capital from those w 7 ho possess but are unable to use it to the, 
persons who expect to make a profitable use of it. Credit enables 
banks to collect balances -from numerous depositors ‘scatte- 
red over a wide area and provide capital to producers and traders. 

A se conda ry function of credit which has assumed so much 
importance today is to permit the exchang e of comm odities 
without the. intervention of legal tender 'money for to economise 
the use of currency by substituting a cheap meaium of exchange 
for a more expensive and less convenient one. It also fills the 
gap, v'hich the insufficiency of currency to meet the demands 
of modern expanding trade and industry 7 , creates in our indust- 
rial society 7 . Moreover , by allowing payments to be deferred 
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till it is convenient to the borrower to mike them, credit provides 
i valu ible facility to the debtor It should dso sene, tn skillful 
hands as an instrument for promoting industry and economic 


progress in a country 

Reasoru Jot the use oj credit a> d rre lit instruments B) >1 tow mg 
credit ludictouslv tocustomcis sales arc pushed up and the margin 
if profits is widened But before gr mting credit, search- 
mg and del uled enquiries into the chaiartci of the borrower 
and his business are made 

Hie seller of goods accepts a irtclu instrument from Ins 
ustomci in pavment for his goods first bc< a use he has confi 
dcnct m the person who has given it believing that when lie 
demand the promised mom. > } c will suiclv get it and secondly 
because on the strength of such premises made to him, he can, 
in lus own turn make similar promises to others in payment 
for the goods purchased by him 

timber they iacil tatc and che ipen the cost of transmission 
>f funds fu m one place to another 

Incidental advantages oj credit Credit enables gov ernme nts' T 
to excavate a Panama Canal or to wage a global war of agression 
or self defence, or to construct a Grand Trunk Road, or a sky- 
scraper t>r a trans -continental railway line In short, things 7 
which could not have been accomplished without the possession ^ 
of huge funds are made possible by an extensive and developed , f i 
system of credit ' 


Individuals too, arc enabled by credit to surmount temporary 
financial difficulties Credit makes it possible for them to sattsfv 
their wants pending the receipt of a sufficient income, to 
purchase a home before the entire purchase money is m hand, 
and to acquire education with borrowed funds 


I Credit enables brainy businessmen with very little money 
m their pockets to embark upon gigmtic enterprises Tims 
vredit makes it possible for national resources to be utilised 
more effectively 


'' Moreover credtl has helped the growth of large scale pto 
auction and ofspectabsation m the present day industrial socle!', 
" !>“««' <0 vary the scale of ptoduetton to ..lit 
not h^ '* ™,'r "'*<«" "flit nor iiiHostna! soneti rould 
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capital which by being employed productively increases the 
material means of enjoyment in a country. 

A careful control and regulation of credit minimises price 
lluctuations and leads to stablity in trade and industry. 

| Credit has helped invention, progress, development and 
industry. The great gain accruing from the use of credit can- 
not be over estimated. A great economist has aptly remarked 
that credit has done more to enrich nations than all the gold 
mines of the world put together. 

Dangers of credit — Though the advantages of credit are many, 
yet it has latent dangers which cannot be ignored. 

J History furnishes numerous instances to show that credit 
'is liable at times to be over-issued. In many parts of the 
world people have today become painfully aware of the evil 
consequences which flow from an over-issue of notes, resulting 
in inflation and abnormal rise in the cost of living. Similarly, 
an over-issue of loans encourages excessive speculation and 
results ultimately in over-production. T 

At times an enormous superstructure of credit is, in periods 
of optimism, built upon a dangerously slender foundation of 
cash. A slight adverse breeze may then become quite sufficient to 
pull down this weak superstructure and plunge the whole com- 
munity in a financial crisis and subsequent depression. 

Credit facilities available in a community' may sometimes 
enable an inefficient entrepreneur to continue, with the help 
of borrowed funds, a losing business long enough to precipitate 
ultimately a big crash which may prove ruinous to a large num- 
ber of persons. His limited personal resources could never 
have allowed his inefficiency to have so ‘ great a scope for 
inflicting financial losses on others. 

The extensive system of credit which pervades the modern 
industrial society makes possible the procurement and control 
of so much capital by a person that competition is killed and a 
monopolistic control over the industry is ultimately established 
with the result that labour is exploited and consumers are 
fleeced by being charged abnormally high prices. 

Easy credit has permitted States and ‘individuals to indulge 
111 wasteful expenditure which characterises the economic life 
ol every land today - 

Kinds of credit — If we focussed our attention on the bor- 
rowci, credit may be divided into six classes. * 
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V (1) Public credit It denotes tie confidence winch people 
have m tlie ability and wilhngners of a public body to redeem 
its financial obligations In other words it means the borrowing 
capacity of a public body as is idlected by Uic amountor loan 
it can net ana tie rate of interest it has to pay It embraces 
all borrowing operations of gmemnunis (central, provincial 
„nd local) or their promises to pax m the future m return for 
goods acquired in the present. As their current incomes can- 
not suffice for the construction of a Sarda Canal or a Shikarpur- 
Eallin railway hne, loam hate to be floated in the shape of in- 
terest bearing bonds and securities. Their .»ale at a discount 
denote*, genet ally speaking, a fall in public credit. Some writer* 
use this term to Signify the general credit of individuals in a 
nation 


(2) Industrial oi corporation or capital credit provides pro- 

ducers fixed capital for their industrial operations. In our 
society it appears in the shape or bonds or stocks oi long-term 
loam which provides funds for starting or developing indus- 
trial ventures | 

(3) Mercantile or commercial credit is used by producers, 
wholesalers, retailers and commission agents etc. to provide 
themselves with the working capital which they require for 
the manufacture or movement of goods from the original pro- 
ducer to the ultimate consumer. It manifests itself as short- 
term loans which arc raised by means of commercial promis- 
sory notes and bills of exchange. 

(4) Agricultural Credit is employed by agriculturists to 
provide themselves with fixed capital for long periods and work- 
ing capital for short periods of time 


(5) Personal, individual, consumption, retail or book 
credit enables an individual to run up an account and procure 
consumption goods (without making an immediate cash pay- 
ment) on the monthly bill system or the instalment plan 
The recognised earning capacity of the borrower forms the 
basis of such credit No collateral security or written promise 
to pay is demanded from the borrower. In i case the debtor 
defaults the creditor has the right to take back his goods , 

< ( 6 ) Staking credit, tn issuing bant notes and opening 
current and Uns accounts bants employ ibis kind of credit to 
borrotv money (tom the public. Bankers' acceptances, letters 
tmX 1 d< *™turcs_too Wong to this category in other 

A^customrr Tv Tf ° f «“!>'' d<*ts due from banks, 
a customer makes h.s banker bis debtor by transferring to 
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him his credits out of which he assigns to his creditors sums 
due to him from his banker. Such debts as are due from a 
bank to its customers and are intended to be transferred to the 
depositor’s creditors by means of cheques are known as bank 
credits. 

Yet another division — If we consider the uses to which the 
borrowed funds are put and the means by whicli the obligations 
thus created are to be met at maturity, credit may be again 
be divided into three classes. Investment credit, commercial . 
credit and con sumers’ credit. ~ ~ 

(1) Investment credit is used for the development and 
maintenance of industrial enterprises like railways, factories, 
■workshops, farms, mines etc. It supplies fixed capital and 
is raised as long term loans through long dated paper. 

(2) Commercial credit provides working capital to pro- 
ducers and traders for financing die production and marketing 
of goods. It takes the shape of short term loans and is raised 
by means of promissory notes and bills of exchange. 

(3) Consumption credit is used by individuals to pro- 
vide them with consumption goods. It is based on the. size 
and sources of the borrower’s income.^/ 

Merchantilc or commercial credit and capital or investment or indust- 
rial credit — The distinction between these two kinds of credit 
rests on the uses to which the borrowed capital is put and on 
the time which intervenes between borrowing and repaying. 
Commercial credit gives working capital for obtaining labour 
supplies and materials needed for producing and marketing 
goods whereas industrial credit gives fixed capital for building 
factories and equipping them with machines, plants, building 
etc. 

Commercial credit * takes the shape of short term loans 
wheieas industrial credit manifests itself in the form of long 
term loans. 

Factors influencing volume of credit in a country —Trade and indust- 
rial conditions at home and abroad influence the volume of 
credit available in a country in a large measure. Brisk trade and 
industrial activity create a feeling of optimism and make credit 
abundant, but when business activity is depressed, credit also 
contracts. Wars and expectations of Avars too contract credit. 
Similar is the effect of a public announcement of the intention 
of the existing government to inflate the currency. Political 
changes too disturb the volume of credit in a country. Expect- 

28 EE 
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in public credit It denotes the confidence Which people 
have m the ability and willingness of a public bod) to redeem 
its financial oblig Uions In other words it means the borrowing 
capacity of a public bod) as is ldlecled b> the amount of loan 
it can get and the rate of interest it has to pay It embraces 
all borrowing operations or governments (central, provincial 
and local) or their promises to pav in the future in return lor 
goods acquired in the present 4s their current incomes can- 
not suffice for the construction of u Sard a Canal or a Shikarpur- 
Baffin railway line, loans hue to be floated in the shape of in- 
terest bearing hoods and securities Their uilc at a discount 
denotes, generally speaking, n fall in public credit Some writer* 
use this term to signify the general credit of individuals in a 
nation 


" Z (2) Industrial oi corpor-itioi or capital credit provides pro- 
ducer fued capital for their industrial operations In our 
society it appears in the shape of bonds or stocks oi long-term 
loans which provides funds Tot starting or developing Indus 
trial ventures 


* (3) Mercantile or commercial credit is used by producers, 
wholesalers, retailers and commission agents etc to provide 
themselves with the working capital which they require for 
die manufacture or movement of goods from the original pro- 
ducer to the ultimate consumer It manifests itself as short- 
term loans which are raised by means of commercial pronus 
sory notes and bills of exchange 

(4) Agricultural Credit is employed by agriculturists to 
provide themselves with fixed capital for long periods and work 
mg capital for short periods of tune 


(5) Personal, individual, consumption, retail or book 
credit enables an individual to run up an account and procure 
consumption goods (without making an immediate cash pav 
ment) on the monthly bill system or the instalment plan 
The recognised earning capacity of die borrower forms the 
basis of such credit No collateral security or written promise 
to pay is demanded from the borrower In case the debtor 
netaults the creditor has the right to take back his goods 
a (6) Banking credit In issuing bank notes and opening 
current and time accounts banks emplov this kind of credit to 
bowovv money from the public Bankers' acceptances, letter, 
or credit and debentures too belong to this category In other 
A r t'„h v" f wa f k d ' bts banks 

A customer mokes lus banker his debtor bv trmsferrms to 
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him his credits out of which he assigns to his creditors sums 
due to him from his banker. Such debts as are due from a 
bank to its customers and are intended to be transferred to the 
depositor’s creditors by means of cheques are known as bank 
credits. 

Yet another division — If we consider the uses to which the 
borrowed funds are put and the means by which the obligations 
thus created are to be met at maturity, credit may be again 
be divided into three classes. Investment credit, commercial 
credit and consumers’ credit. ' 

(1) Investment credit is used for the development and 
maintenance of industrial enterprises like railways, factories, 
workshops, farms, mines etc. It supplies fixed capital and 
is raised as long term loans through long dated paper. 

(2) Commercial credit provides working capital to pro- 
ducers and traders for financing die production and marketing 
of goods. It takes die shape of short term loans and is raised 
by means of promissory notes and bills of exchange. 

(3) Consumption credit is used by individuals to pro- 
vide them with consumption goods. It is based on the size 
and sources of the borrower’s income.^/' 

Merchaniile or commercial credit and capital or investment or indust- 
rial credit — The distinction between these two kinds of credit 
rests on the uses to which the borrowed capital is put and on 
the time which intervenes between borrowing and repaying. 
Commercial credit gives working capital for obtaining labour 
supplies and materials needed for producing and markedng 
goods whereas industrial credit gives fixed capital for building 
factories and equipping them with machines, plants, building 
etc.' 

Commercial credit 'takes the shape of short term loans 
whereas industrial credit manifests itself in the form of long 
term loans. 

Factors influencing volume of credit in a country —Trade and indust- 
rial conditions at home and abroad influence the volume ol 
credit available in a country in a large measure. Brisk trade and 
industrial activity create a feeling of optimism and make credit 
abundant, but when business activity is depressed, credit also 
contracts. Wars and expectations of wars too contract credit. 
Similar is the effect of a public announcement of the intention 
of the existing government to inflate the currency. Political 
changes too disturb the volume of credit in a country. Expect- 

28 fe 
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auows of assumption of power by a patty whose election manifesto 
promises a capital levy are sure to curtail credit 

Speculation increases the demand for credit and leads to 
it* '•xtcnsion to a cat tin limit b it it is also in its. turn, influenced 
\ th* availability ol redit m the community ^ 

The state of the country s currency is an important dc 
t im inant of the volume of credit available in it If n country s 

tenev is sound enough to infuse confidence in the public 
mind in Us sub htv and to illovv bankers to maintain a low 
xuo f ca h to their dep sii laibililies credit will expand If 
i ath rwise co inaction of credit may reasonably dc cxpec 
d M vemmt of gold to or fiotn a country also affects the 
iviiltbilitv of credit so long as an effective gold standard is 
t uioutig m the countiv With an mflov? of gold the gold 
I olding of the central bank improves, the bank rate is lowered 
nd the credit exp uni* An out flow of gold produces the 
rcveise t ffu-t of contr icting credit in the country 

FolIuts v Jluennnc, dev hpmeni of credit Business morality has 
erused an import mt inffuence on the development of credit m 
the world If on demand the creditor is able to receive prompt 
p ivmcnt and has not to take the help of a court of law for the 
enforcing of his claim trust i c cngendeied and credit flourishes 
Trust makes the vs ntten promise of a stringer as good as gold 
\nd attracts goods from one corner of the globe to another with- 
out insistence on pavment to accompanv the transference of their 
p sscssions 

\ stable standard Tor deferred p vv incuts has also been a 
powerful factor which his influenced the development of ere 
lit and male vreditor postpone the demands for repayment 
Moreover the growing security of private property and evolu 
non of live legal system so designed as to fully safeguard mdiv- 
duai rights and to enforce a prompt fulfilment of contracts, 
have been potent factors working in the same direction , 
Credit Instruments 


To us m India credit has been known from times ltnme 
mortal In ancient India, the word of the people was as good 
as their bond Hence credit instruments appeared m India 
long^ after people had become familiar with the uses of credit 
We have definite proof that these instruments existed in a deve 
loped form among ancient Greeks and Romans and Baby 
Ionian? In USA credit instruments account for the trans 
actions of nearly 50 to 60 per cent of retail trade and over 90 
per cent of the wholesale trade At present a great part of cre- 
dit is evidenced by mere entries in account books and is known 
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as book credit. A sale on credit by a shopkeeper or a loan 
granted by a banker may be evidenced simply by an entry 
in the books of the shopkeeper or of die banker and may have 
no written promise signed by the borrower to piove it. Even 
then the shopkeeper or the banker has as good a right of action 
and die borrower has as legal a liability to pay as if he had 
executed a written docume nt. Ail over the world credit is 
transferred by book entries without impairing in the least the 
legal or moral obligation of the debtor to pay. Such transfers 
are most common in the clearing houses and stock exchanges. 
[Bonds and debentures too are used by individuals and joint 
stock companies for obtaining considerable amount of capital. 
But as all of them (except debentures to bearer) lack negoti- 
ability and are generally not acceptable substitutes for money, 
we shall defer their study to a later stage. (By negotiability 
is meant die quality of a credit instrument because of which 
it can be transferred to another person in such a way that the 
transferee becomes the legal holder thereof and vested with 
all the rights of die original holder. Its bonafide purchaser 
for value widiout notice of defect in its title comes to possess 
a better tide to it than the original holder of the instrument 
with a flaw in it. In this respect credit instruments differ 
from other commodities and resemble money. An innocent 
person honestly receiving coins, notes, bills and cheques from a 
thief acquires legally a perfect tide to them . Bills and cheque 
are divested of this quality by writing the word “not nego- 
tiable” acci'oss their face. It is because of this characteristic of 
negotiability possessed by commercial credit instruments that 
they serve as means of payment and substitutes for money.) 
Instruments of credit in India are governed by the Negotiable 
Instruments Act of India. According to this Act, -a- nego- 
tiable-instrument is a written instrument or evidence of debt 
which may be transferred by one person to another by endorse- 
ment or delivery so that the legal. title to it becomes vested in 
the transferee. 

(Endorsement means the assignment of the sum due under 
the credit instrument by the payee to a new payee by writing 
and signing on the back of the instrument a direction to pay 
to die latter. If the payee endorses an instrument with his 
signature without naming another payee, it becomes payable 
to bearer.) 

Essentials of a negotiable instrument. A negotiable instrument 
must be (a) in writing, ( b ) properly signed, (c) negotiable in form 
(i.e. payable to order or bearer), [ri} payable in legal tender. 
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A promissory note is an unconditional .written promise 
by A r (the maker) to pay eithei on demand or on a definite 
future date a specific sum of money to T (the payee) or to T’s 
order or to bearer. It may not contain the name of the place 
of payment. It may be issued by individuals, institutions or 
governments. There are always two parties to a piomissory 
note : (a) the maker or the person who promises to pay and 
(b) the payee or the person to whom payment has to be made. 
If the payee is the bearer of die note, tire debt due under it 
can be transferred by simple delivery of tire note to the person 
whom payment may be desired to be made. If, in a note, after 
the payee’s name the words “or order’’ occur, tire payee is 
granted tire right to transfer his claim to another person by 
naming him, and writing a direction to that effect, and then 
Signing his name on tire back of the note. Thus tire note has been 
endorsed by the payee in favour of another person who be- 
comes the new payee entitled to receive payment of the sum 
due under the note. Promissory notes of banks payable to 
drearer on demand are called bank notes. Promissory .notes 
issued by governments and central banks are declared legal 
tender and thus become money. In some cases the legal 
tender notes of central banks and governments are not in tire 
form of promissory notes but state simply the amount for which 
they are to serve as means of payment. A note under which 
only one person is responsible for payment is known as a single 
name paper whereas a note with two or three signatures or 
makers is called a dcuble-name or three-name paper. All 
promissory notes (except bank notes and currency notes) have 
to be drawn on properly stamped paper. 

Rs. 500/- Allahabad. December 1,~1948. 

j Stamp. 

| Three months after date J promise to pay Shri Ghonchooji 
j or order the sum of Rupees five hundred only for value received. 

| -Bhondumal. 

A bill of exchange is an unconditionally written order, 
signed by a creditor A r (the drawei) ordering his debtor J' 
(the drawee) to pay, either on demand or at a definite future 
date, a specified sum of money to T (the payee) or to T’s order 
or to bearer. The drawee may indicate his willingness to 
honour it by signing his name under the word ‘accepted’ writ- 
ten acioss the face of the bill. The sum due under an accepted 
bill is a. legal, liability of the acceptor, guaranteed by the drawer 
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and also by the intermediate holders who hove endorsed it 
Such a bill 1S rtndilv dis minted by banks Generally a bill 
of exchang has tl rcc parties to it — the drawer, the drawee and 
the payee but when the p ivee is the same person as the drawer, 
it has onlv two part cs to it IT c seller of goods who draws 
a bill on the bus r makes it piaabk to lus own banker who will 
arrange to Uav t w hill icccj led by the buyer and paid by 
him on maturity for get the sum due under the bill 'collected 
from tin lebtor I ti seller need not wait till the time of 
collection of die bill to rcc i\c Ins money If he has created 
sufficient confdrntP m hi< hanker lie may get the bill discounted 
bv his bank and rcccnc its present worth In discounting 
the Dill the banker has in rfTut lent the amount of its present 
a orth to the seller 


Bills of exchange belong to two broad classes (I) Sight 
or demand bills which arc payable on demand like our Dar 
sham huihrs »rd time or usanci bills which arc payable after 
a specified | no I ftr-m hie >ir ir idiati / undies (According 
to u I L Jam /unites mi\ s *mctimes he conditional orders 
iy, therefore differ in this respect from bills cf 
?/t\ C r nn ® c again be divided into (fl) 
id(il foreign bills 


to pay and m: 
exchange) Bdb 
inland bills ar 


blll! ff* lllos ' " ,at ->rc dra "" or made m India 
therem oS? 5 “V 1 n ln ’k° r driwn “I 10 "’ in > P c,son ra‘ d ' nt 
.™=d n °' ">» d -"P"°" « 


Specimen of an internal bill of exchange 


Allahabad 

Slamp Rsl00 ° December 2, 1948 

LcaTer° m°orillr tbTsum'o’r , P “' "* Fd,tor of th ' 

recened m f upees ( ne thousand for value 


T<» 


Ram Nath Ghose 


The Editor, 
Tile Pioneer 
Lucknow 
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Specimen of a foreign bill of exchange 


100 dollars. Allahabad, 

December 2, 1948 

Two months after sight of this first of exchange (second 
and third remaining unpaid) pay to Mr. J. J. Thompson or 
order one hundred dollars for value received and place the 
same to account as advised. 

To 

Clark Warburton, 

Philadelphia. E. V. Joseph 


Foreign bills are a great help to traders. They save all the 
trouble, expense and time which are involved in shipping specie 
'rom one country to another. In the abo\e specimen an Alla- 
habad creditor has ordered his debtor in Philadelphia (U. S. A.) 
to make payment to his American creditor Mr. J. J. Thompson. 
In this way cross-shipment of funds between India and U. S. A. 
has been avoided. If tire Indian creditor has no debt to 
discharge in America he may sell his bill to another Indian who 
has to make payment in U. S. A. Suppose Lala Ram Narain 
Lai has to pay 100 dollars to the Macmillan Co. of New York. 
He will then purchase this bill from Mr. E. V. Joseph of Alla- 
habad and send it to his creditor — tire Macmillan Co. of New 
York who will realise this amount from Mr. Clark Warburton 
of Philadelphia. In this way accounts have been cleared off 
without the transmission of actual money from either country. 
In international trade between two countries, mutual indeb- 
tednesses are offset against each other and it is only the balance 
that has to be liquidated by shipment of specie or bullion. 

Bankers 5 or finance bills, commercial or trade bills or trade 
drafts or trade acceptances, and accommodation bills are a few 
other well-known types of bills. 

Bankers’ or finance bills are used merely as a means of 
making payments and transferring balances and are secured 
by the reputation of the bank that draws them. 

A commercial or trade bill or trade draft or trade accep- 
tance ai'ises out of an actual sale of goods and is secured not 
only by the general responsibility of the drawer, but also by 
the bill of lading or warehouse receipt' representing the goods 
which have been exchanged for tire purpose of sale. It is 
an order drawn by a seller of goods against the buyer of those 
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goods ind accepted by the httrr Documents cf title accom 
panymg *i bill serve as colhteril «cuint\ and provide additional 
vet itity for tie debt 

\rrommr datum bills or drafts arc those bills which do 
not uiisi oU of mv busmtu umaction alreadv concluded, 
th gh the e mij 1 * in Me tun to purchase goods with the 
rui ds bus proem rd w eh lulls art gencralls drawn, acccp 
tc I .rd end irsed will u t s s h,c hating hem pson], P 

on drmfml l Achr T“; ,sa lej ositor s order to his bank lo pav 
po n rl „ r'“ """ °f n \" nc > ,0 himself or to .another 
pet n or to his nomine »r to the bearer of the cheque Tims a 

„, t „ b tnlc 11 ^ hill » f exchange drawn b\ a depositor 

b ml Z ri" “‘"'I' ,CCmmI a "" 
mp cl ", sn Z,r h t ’ rr rr l “ )cn|0 ' right of draw - 
parties as 1 ,11 ^ b 1 k ' A <hc< l uc ’’ " ' 1, ‘ti tlir same three 

>w lues , I " n ' br hearer rhcqnra or order 

negotiable & ° r " ncrM ''< 1 negottabl. or not 

to the person ul^i^smw'^for^™ 1 !!'^' " madc P a > ablc 
which it has been drawn The 7 a 'u mt i m ,l> lhc blnl - 0,1 
obligation to ensure that mTlf p p m Z b ; n k ,s under no lega 
whom the drawer ss anted 1 o'™" 'a"’?' 1 ' ,0 'h' person 
‘deque may encash ,t still , 1 , 1 ' l, A cb mee finder of such a 
esponsible foi making a w ’1 pa '"’S •»»*■ ">H not be held 
a " 5 endorsement for f, s saltd ttamfae nee " <l0 “ n " d 

Specimen ofa bearer cheque 


No 0 6543 


Allahabad May 16, 1948 
Imperial Bank of India, 

Allahabad 

thousaml onl) Mr RaEhunalh Prasad or bearer rupees fne 
Rs 5000/. 

R am Dulare 


JorS the eh^rVk"™ ° r 

IheTants'/T'” 1 “ “ a “m°.he C Lh, d ' CtlUC * he ^k b “‘ 
s neE,,8 ' nc " “ 1S ~ 
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will be held liable to make good this loss. At the time of trans- 
ferring it to another person, it is necessary to endorse it in favour 
of the person who is intended to receive payment under it. 

A crossed cheque is one across the face of which two parallel 
lines with, or without, the words ‘A/C 5 or “& Co 55 have been 
drawn. The drawee bank pays the amount of such a cheque 
only to a bank. Crossing is simply a device to make the 
transmission of cheques from one place or person to another 
reasonably safe and to minimise chances of wrong payment. 

Bank Drafts — A bank draft is an order by a bank to its 
own branch or to another bank in or outside the country to 
pay certain sum of mcney to a specified person or to his order 
or to bearer. Like bills of exchange, drafts too may be inland 
foreign instruments. Bank drafts are used to minimise the. 
cost of remitting funds to distant places. 

Distinction between a bill of exchange , a cheque and a bank draft.' 
Of a bill of exchange, both the drawer and the drawee 
are individuals, whereas if the drawer is an individual and 
the drawee is a bank, the instrument becomes a cheque. In 
case of a bank draft, both the drawer and the drawee are banks. 
The payee in each case may be either an individual or an ins- 
titution. 

Uses of commercial endit iustiumeuts. These credit instruments 
economise the use of metallic money and provide a very 
convenient medium of exchange. They enable payments to 
be deferred until it is convenient for the promisor to make 
them and consequently reduce his difficulty and hardship. 
They stimulate production by enabling producers to spend in 
anticipation of receiving the sale proceeds of their produce. 

The system of payment by cheques is very safe and con- 
venient. The counterfoils of the cheque-book serve as a record 
of various payments made by the holder of the cheque-book. 
Moreover, the system obviates the necessity of keeping large 
sums of money in one’s home. Tire holder of the cheque book 
has, therefore, very little to fear from thieves. Cheques eco- 
nomise the use of legal tender money in a country — cheques 
enable payments to be made conveniently over long distances. 
They constitute also a convenient form in which payments may 
safely be received. 

Specimen of a darshani hundi. 

Shri sidh Caw'npore shubhasthan shri patri bliai Ram 
Lai Har Narain jog likhi Pragjie Ram Nath Chandu Lai ki 
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Ram Ram bn chui a Age lumi'i kill tk up npJ! kid lupia 
500 mksn pinch "an U mmc do nil pachas kc doonc poorc 
Hen Yalm rakln blra Imprmi Innk of India, AthHabart 

He ke mm Kiiik si rli (eras s« pJmnchc dim dhani jog mm 
labta rupn bq-r t) ahn lundili ril thckanc lag-nr darn 
chaul is kar deni mill Kuir «udi tern Samxit 1*178 


StTClMEV OF A MUDDATTl MJNDI OR US\NCE EILt- 

Sidh Shri Ind re maha subh sutank bliai /Via JhJJish M idho 
Lai Ukhc t ii nn t Ram Bilnn Lai k i Ram Ram tnnchni 
Vppranth hundi 1 rupn 2, “>00 mhre pachis sau jisLa nima rupia 
sirhc barah sau ka dnua pun athc nlha The Bank of 
indore Limned pas mill Hindu a sudi 8 sc dmeo sitli pichhc 
name sail lot; liundi chilan Kaldtr dija, mm Bhadwa Midi B 
Samvat 1978 

N B Tlic statement of half the amount pay able is inser- 
ted so is to make fraudulent alteration more difficult 

/vies it lent iredit u si unit /< These instruments are t'td 
for procuring fixed capit a by industries fl ex nm be cavemen- 
tly classed as a) bonds and debmturcs, (h) stock- ard 'lures, 
c) short term notes and ^d) stock holders* rights 


Bonds and debentures arc instruments bx means of xshich 
.joint stock companies and governments obtain long term joins 
These instruments lcprc'cnt debts and therefore thetr fielders 
arc cieditors Bonds which ire pax able to bciicr or transfer- 
able b\ endorsement arc as much ciedit instruments as bill*, 
and notes Interest coupon- ittichcd to bonds are torn off 
nhen due and presented for encashment like cheques Tliex 
are considered 'ifcr inxestnicnts than stock' and 'hares but 


much of their safetv depends on the terms of bonds and of the 
trust deed Minch secures or ought to secure them If the debtor 
dors not regularly pay interest cn them, tni'tecs may with the 
help of a court of m, have the debtor’s property seized and 
soldir ‘lock, stock and barret’ Even tl ougfi no such fear exists 
m the minds of government' and municipalities, they arc a] wavs 
carelm to honour their bonds bccau-e tliex know that if they 
0ne set of creditors, they Mould find it eMreirelx 
uifncult to discoxei another Of course the position of the 
creditor of a rotten companv or of an impecunious state can 
never be as 'afe as that of the share holder of a 'ovmd comp-vny 
Bonds and debentures carry a feed rate ot interest and c\en 

0rtySr P P„„?Stet UW5 h ' ? " V ° Wro ^ 
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(b) Stocks and shares represent the capital of a joint 
stock company and are placed on its liabilities side by 
a company. Although stock holders and share holders aie 
proprietors of their company, yet purchasers of stocks or 
shares and bonds or debentures treat them alike as is evident 
from their question ‘Shall I invest in bonds or stocks and 
shares’ ? 

(c) Short-term notes are employed for raising fixed 
capital and usually run from one to five years. They are gene- 
rally secured only by the income of the company. They 
are issued to meet temporary emergencies. In periods 
of tight money or of gcnei al uncertainty about the future 
of the industry, it is difficult to sell long-term bonds. At a 
moie propitious moment the) - are converted into long term 
bonds. Now-a-davs they are generally used to provide funds 
for a new construction, if the debt can be paid off in a -short 
time. Their claim on the company’s income ranks 'after 
that of bonds. 

(e) Stock-holders’ privileges to subsciibe to a new issue 
of shares, by a company in proportion to the amount of 
their existing holdings of shares are issued to them in the form 
of transferable instruments. These rights are bought and sold 
on the market at prices which roughly represent the difference 
between the issue of the new stock and its prospective market 
price, 
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lias shown that only a small fraction (say 10 per cent) of these 
deposits is sought to be withdrawn at any time. The remaining 
portion of these deposits could, therefore , be lent out by them 
and an income earned by charging interest from borrowers at 
a rate higher than what they allow to their depositors. The 
lure of an additional income by way of interest is sufficient to 
tempt depositors to save as much as they can and to leave their 
savings on deposit with banks. This capacity of banks to lend 
the major portion of deposits received from their customers enables • 
banks to ‘create 5 money and thereby, influence the price level. 

How do banks aeate money ? Banks create credit in two 
ways: first, by issuing notes, and second , by advancing loans to 
businessmen and creating deposits in their favour. 

When a bank issues notes, it has to keep an adequate reserve 
against its liability created by the issue of these bank notes. 
As only a small fraction of the total note issue is likely to be pre- 
sented for encashment in terms of legal tender (generally metallic) 
money the maintenance of a correspondingly small amount of 
legal tender (generally metallic) by the issuing bank suffices to 
ensure the convertibility of its note issue. The remaining 
portion of the note issue that is not covered by a legal tender 
(generally metallic) reserve is protected by eligible securities 
which constitute the invested portion of the reserve. As long 
as the credit of the issuing bank is good, its notes circulate as 
money and serve as purchasing power in the hands of the public. 
This is the first way in which Banks -create-creditmoney. 

There is also a second way in which banks create credit 
money. When a bank accepts a deposit from a customer it has 
to pay interest to its depositor and incur some additional expenses 
on account keeping etc. Hence it cannot afford to keep idly 
with it all the money that it receives on deposit. Its own and 
other banks’ past experience has taught it that a legal tendei 
reserve of, say, 20% of its deposit liability is 'quite sufficient to 
meet the demands of its depositors for withdrawal of their depo- 
sits, and that the rest may be safely lent out. These sums lent 
out by the bank are again deposited (by persons to whom pay- 
ments are made by borrowers) with this very bank or, may be 
other banks. 80% of these new deposits are again lent out 
In this way, a ceitain volume of cash reserve with banks suffices 
against a deposit liability to ihe extent of say five times its own 
volume. . ,. 

Again, w'hcn a bank is satisfied that a borrower is ere i 
worthy and is willing to offer collateral security acceptable o 
the bank, a loan is gran ted to him. The borrower, mstea o 
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taking out cash miy find it more convenient to leave tlie amount 
on deposit with the bank md to dnw cheques agunst this 
deposit to hi credit is one! when, need arises Receivers of 
these 1 c pits mav tim I (hem t » oil i.rs < t d 1 1 sit them in their 
iccj nt <u i i bin 1 in 1 Ji iw «.£u igairst ti l?c deposits 
5nn.ee i qu tn a*, t m a f|uim r mnl s create credit m 
tm wav b> gi u t in, bins cv j dr if i l <usb a dits and by 
pi i hd mg sctuiincs Tl is tlcji" \ n die volume of the 
circulating med i im mil nflueuu. lit jii Jtvel in the same 
wav us sucre sive ismi cf current) 


\n idea i i th exUnt ro id icli ban! cm create credit ma) 
k formed by taking u example In Bniam tlie t >ul deposits of 
^ mks about they i 1940 Wire cstumted at about 
£2400 imlliors where is do ountry s tut il stock 0 r cash (1 c 
other forms of money than bmk deposit lould n-ver have 
MLccdul £ GOO million! nudtle mil cult holding of Bmtth 
banks could trit unit h not m< r< than £2 >0 millions It is 
•* «■ buBti hid tlxHit thejear 
iy»u created additional deposits tt (he extent of £2150 

.«S.t-^rn% fr0m "'“ d ‘>" s — tai. come 


tjzs Si&terLrtSs triLf” num ?° us 

by no means cosy cata^nd SSjESTS * 

the pubbc r (ft a 2nrn C r™cs°L'imCTc,7 ’° " c "' c , <lc P 0 »« from 
the nation’s savings to form a laree stnrW ^ } ' CTcb > 10 mobilise 
being lent out to made and“ndS fa, r" hlCh ’ 
stimulates production and makes ,7,1?* 1,1 ratt3 7 mtp rcst), 
i fining in the country tS. a “ poss,bl,: *? raise the standard 

a cm rent account oc into a fixed denos 1 | ,Sn,a ' X made either into 
bank account A de^M in lbe’”™ aC f° unt or ,nt0 a swings 
drawn on demand (i r a t a „, tmwi vTa* acc0,,n ! ma ) bc "«h- 
it l bank does not usually allowing dewing cheques against 
borne bank" allow it whenfin 7 certamr”*^ 1 7° !uc]l a deposit 
exceeds a certain minimum suirTlSdW °t ,ln ? c tIle dc P oslt 
m the fixed deposit accent, on ,hfo,wV he , bank A dc P 0S1 ' 
able on demand and before the* exm'^f fH'*' '* n ° l . '™ 1,dra " 
it was made A bank recei f ,hc P enod for wind/ 
notice oi withdrawal mutually aereed. *** r° a t)me,y pres jous 
and the bank Rates of mtc™ alL P n” ben ' ecn *0 depositor 
with the length of the period for ai°7i7 on ,he!c deposits xarj 
deposit with the bank P DcptZ, 77 ? money has be ' n !< * on 
earry interest but cni Ire withdriuw s ‘J vm lT* bank account 

nnwm nnl > 3f *er sitisfjmg ccttim 
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conditions. For example, some banks allow such deposits to 
be withdrawn only once a week, and require personal atten- 
dance of the depositor, or his agent, along with the pass-book 
at the lime of withdrawal, oi in case a large sum is sought to be 
withdrawn, a previous timely notice is insisted upon. These 
deposits are less liquid than deposits in the current account. 
Banks allow only a moderate rate of interest on deposits in 
the savings bank account. 

An efficient discharge of this function by banks encourages 
people to save and place their savings on deposit with banks. 
In the absence of banks, people would have either spent away 
their entire incomes or hoarded their savings inside their homes. 
They could not have enjoyed the pleasure of seeing their bank 
balances swelling with every successive deposit and with the 
addition of interest to their accounts. + 

Deposit may be divided into (a) cash deposits (i.e. exchange 
of a right to draw cheques against customer’s money deposit), 
and (b) credit deposits (or exchange of a right to draw cheques 
by the customer against a right to receive money by the 
bank). When a customer deposits coins, notes, cheques or 
drafts with a bank, a cash deposit is created, and for meeting 
its liability thus created by the customer, the bank has to 
maintain an adequate reserve to meet the demands for with- 
drawals. Credit deposits, on the other hand, are created by 
banks in favour of their customers by granting them loans, 
overdrafts and cash credits or by discounting their bills and 
promissory notes. Against these deposits customers draw 
cheques to pay off their other creditors. 

The second function of a bank is to lend money. . Driblets 
of spare cash collected from a large number of persons form 
ultimately a respectable volume of capital. Individual deposits 
may be withdrawn at any moment but deposits as a whole stay 
with die banker, suffering only slight variations from one date 
to another. The banker knows from his past experience what 
proportions of his deposits he can prudently lend with safety for 
varying periods of time. Comparatively speaking, although 
banks borrow in small amounts, yet they lend in large amounts, 
although they borrow for short periods , yet diey lend for long 
periods; although they take in mobile wealth from their debtors 
as flfets, yet they lend their 10 U which are perfectly mobile 
and* liquid and serve as money. By each one of these trans- 
formations the banker has increased the productivity of capital. 

S Bank’s loans and advances take two principal forms. The 
first form is that of loan of a certain amount for a certain period 
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of time, or of an overdraft to a depositor in the current account 
up to a certain limit Sfcondh they ina> take the shape of 
discounts When a b inker discounts a bill or a promissorj 
note, v nett he does is to purchase the holder’s light to receive 
pavment in risptetof that instruim nt on the date of its maturit). 
The banker pass the holder of the instrument its present uorth 
(1 e the face value minus the interest for the period that the instru- 
ment has still to run; and gets back he money on the date of 
maturity 


Lo..m heli ug lo two broad cases of secured and unsecured 
loans. Secured loans aie those that are cos creel by a depositor 
r de fgc 1 in rietab'e stock exchanging scruritics, bullion, goods, 
nils ol t ding, warehouse receipts, land and buildingsand docu- 
ments ul title thereto, and lift asurame policies. On such loans 
banners charge a low er rate th u w'atihe) charge on loans against 
personal secun tv alone, became mhe borrower defaults or becomes 
b 3 ii « tllC 03,1 tdn tj c , r< *h'ed from Hie sale proceeds of these 
collateral se. u. itics 01 if the banker needs mones before the date 
", ’V 0 " ,e ? ct, S' 'he"' »«!■ anothet tank and obtain a 
loan tgrt nst thorn Unsccuied loans or clean a chances may be 
made against the promissory note of the borrower fin which 
case it is known as a one name paper), or against tire joint promis- 
sory note of the borrower and hisplarantor orsurcTytinwldch 
case it is known as a two name paper) »urct>[,in tuucn 

whenever he hkes, and the borrower ha, m t' 
amountfor which the cash credit has ten miked ° n 

p;““^ans which are 
rnand loan? d 'I 

loans, it is understood that the bank win it , o1 demand 

indefinitely unless the bant! ttnora,i™°'r ,° K '°f n ,0 . ru " 
necessitates m recall. These loans are l ,0,lUo . n 

nated onl) at tl, e option of the borrower »wd“ ’ praCtlCC ' ,erro1 ' 
rate of interest Call loans or stock markeM* 3 " 1 ' muali >' a ]°" 
generally to bill brokers and det^ t adv 'W d 

terminable theoretical!* at a Stoc * exchange an Tare 

bank or the borrower, but in amrafSirS?* 0 * rr 9™ eilher the * 
one day’s prio, notice. practice, o n giving at least 
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Overdrafts are granted by the banks to their approved de- 
positors in the current account. In case of overdrafts too, some 
banks demand a collateral security, especially if the amount of the 
overdrafts is a substantial one. According to the differences in 
the credit position of various customers, amounts and periods of 
overdraft allowed to them by a bank also vary. 

In discounting a bill, a bank, in reality, gives to the holder of 
he bill a loan in the shape of the present worth of the bill, which 
le realises from the drawee on the date of its maturity along with 
he interest on this loan for the perio’d that the bill had to iun 
luring its ownership by the banK. But banks prefer discounts to 
oans for several reasons. In the first place bills have a fixed date 
>f maturity on which they have to be eithei paid or dishonoured, 
vhereas loans seek frequent renewals. Secondly, as the date cf 
natuiity of bills is fixed and can neither be hastened nor postponed 
he discounting bank can know the condition of his assets correctly 
jn any date that it chooses. In case of loans this facility docs 
aot exist for the lending bank. Thirdly, in case of discounting 
bills, banks enjoy the facility of readily re-discounting them and 
inverting them into cash, whereas in case of loans, it is not equally 
:asy to transfer them to another bank and receive payment in 
•espect of them. Lastly the discounting of bills is considered to be 
lifer than the granting of loans, because in case of bills, not only 
he drawee but also the drawer and all subsequent holders thereof 
: re legally responsible for payment, wheieas in case of a loan only 
he debtor and the guarantor or the surety can be proceeded 
; gainst for its realisation. 

{ 

: • Formerly the issue of notes was considered another main 
motion of banks but at present it is only the central bank of a 
: ountry that is generally authorised to issue notes. As long as 
Dimmer cial banks enjoyed the privilege of note issue, they had a 
ery profitable business. They retained with them; for purposes of 
leir business the money deposited by their customers and 
leir creditors in terms of notes issued by them. In issuing 
Dtes a bank is in reality lending its credit and has to maintain a 
:serve varying in inverse proportion to it's strength. The profit 
| 'the issuing bank equals the amount of interest on the difference 
rtween the values of its notes in circulation and the reserve main- 
ined for the redemption of these notes. Of course some banks 
I lused this right and failed ultimately, but notes issued by sound 
inks enjoying public confidence were willingly accepted by 
:ople for setting their mutual indebtednesses. This state 
: affairs .continued in England till the year 1844 when the 
itish Parliament had to pass the Bank Charter Act under 

29 F F, 
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, --(g)- Supply of suitable denominations and forms of 
of, currency to businessmen in different trade centres. 
For example, if businessmen in die inteiior paits of* the 
country prefer to transact business in terms of coins and 
are disinclined to receive notes, banks working in those 
parts will, try to supply specie in exchange for notes and 
thus facilitate trade. 

< (h)' Transfer of superfluous funds from a place where 

they cannot be very usefully employed to anodier place 
where they are urgently needed and most w elcome. 

(i) Transaction of foreign exchange business including 
(i) ' the supply of foreign exchange to importers to enable 
them to supply foreign goods for home consumption 
and (ii) the discounting of bills drawn by expoiters or 
foreign centres whereby exports of home products to fci- 
eign countries are facilitated. In this way banks help 
not only die internal trade but also the foreign trade of a 
country.- In India, specialised institutions known as 
Exchange banks handle the w r ork of financing the foreign 
trade of the country. 

Apart from these services, banks also act as agents for their 
customers on whose behalf they perform such services as : 

(a) The collections and payment of cheques, bills and 
, promissory notes. 

(b) The making of regular periodical payments to in- 
come tax department, insurance companies, clubs and 
societies according to the standing instructions of custo- 
mers. • 

(c) The collection of dividends on stocks and shaies, 
and interest on bonds and debentures held by their custo- 

» mers. t 

- (d) Purchase and sale of stock exchange securities. 

. (e) Serving as correspondents, agents oi representa- 

tives of their customers and of other banks and financial 
agencies at home and abroad. 

(f) Acting as a trustee, attorney 01 executor for their 
customers. 

(g) Receiving of rents, pensions, income tax and in- 
surance premia on behalf of their customers. 

Classification of banks — The financial needs of the modern 
industrial society are so varied that a country requires many 
types of banks, each of which is supposed to specialise in. and 
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discharge, a particular kind of financial business As economic 
conditions and fin mewl requirements differ from one country 
to -mother, and as banking is a dtnamic process, it is difficult 
to cl js.nf\ hauls in » ui\ tint ma) at once satisfy scientific 
ire nr\ ind atcird to rcditic* Tun a simple classification 
h i \ axed on tumtiom! diffcienccs rnd wholly ignore* 
ir r i j trillions tni\ r < t altogether conform to i call ties 
Ut » i < dir sinu bulk imy, m actual prictice be found cng3 
n mtnv t\{»cs of banking business 

\in idmg to their functions, b ink mt> be placed in 
i us i tegt ncs uch as commercial banks, industrial banks 
gncjllural banks mortgage banks, cooperative banks, 
wings banks, cents il banks, exchange banks and international 
b nks 

Corresponding to the two main types of credit, commef' 
cial credit tnd industrial credit- thciearc two principal type* 
of banks is well They arc called commercial banks and in 
dustrwl banks Tvery nidus tiv needs two kinds of capital, viz 
vs or l mg capital and fixed capital Commercial banks borrov 
f»r short periods uul arc therefore very well fitted for lending 
too for short periods only, i c for supplying to ft producer or 
vholcsaje: or rctmlir or commi«sion agent working capital 
uhiih is needed for the production, n ovement or stocking of 
goods, and which can be recovered within a short period from 
the sale proceeds of the commodity produced or stocked b) 
the manufacturei or the businessman 


Commercial banks, as a iule, have a email capital, tela 
tneh to their deposits Working on so slender a foundation 
of their own funds ind having alwavs to reckon wath die pos 
sibility of a run on them, these banks prudently keep their 
assets as liquid as possible and avoid locking up their funds W 
supplying the fixed capital requirements of industry Hence 
they do not generally engage themselves in the formation of 
new companies nor do they take that direct interest m a net' 
venture (ol which fhe> may hate eten underwritten issues) 
as is nei essary to ensure their success In short, their main 
r r n *v,!T n J S t0 namtMn r un S lct ■df circumstances the liquidity 
f n p0rt, ? n ** ( ht l r a *«s an d they cannot afford 
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Investment or industrial banking, on the oilier hand, 
concerns itself mainly with the supply of the fixed capital re- 
quirements of industry for equipping them with durable forms 
of capital like machinery, premises, fittings and furniture. As 
most of the funds at the disposal of commercial banks are fur- 
nished by short term deposits , they cannot afford to lock up 
their money in granting long term loans to industry. As indus- 
trial banks determine the channels into which available supplies 
of capital are to flow, every country realises the important part 
they play in the industrial life of the community. Still, till 
recent years, even a country like Great Britain has had no indus- 
trial bank worth tire name. No doubt, British commercial 
banks advanced a limited amount of loans for providing far- 
mers, householders and industrialists with such illiquid 
assets as farms, houses and extensions to the industrial plant. 
But the amount of help leceived from commercial banks was 
necessarily limited. Hence in November 1919, the Bank of 
England had to start the Securities Management Trust Ltd. 
to take off its shoulders the duty of assisting basic industries 
like steel and cotton industries and the industrial reorganisation 
of the country. The directors of this subsidiary company 
were chosen from amongst well-known experts fully equipped 
with the requisite technical knowledge so that they could assist 
any -industry which wanted to rationalise itself. Again, on 
April 15, 1930, the Bank of England with the help of other 
principal banks floated the Bankers’ Industrial Development 
Company Ltd. to deal with industry as a whole or a regional 
section thereof, not with individual companies. This company, 
probably in deference to the criticism of the Macmillan Commit- 
tee, had later on to reduce itself to a skeleton by reducing its 
capital from £ 6 millions to £ 6000. During the last war De- 
fence Regulations and Capital Issues Advisory Committee en- 
abled the State to canalise national saAdngs into Avar industries 
and government loans. In post-war years the national demand 
foi an organised agency for industrial* finance resulted in the 
starting of the Finance Corporation for Industry in January, 
1945, with an authorised capital of £25 millions. It has ren- 
dered substantial help to British industries by advancing 
loans and subscribing to their capital issues! 

To help the financing cf industrial reconstruction, the 
British Government had to start at the end of the last war 
another specialised institution, viz., the Industrial and.. Com- 
mercial Finance Corporation. This institution fills the con- 
siderable “credit gap” which cannot be filled by .other banks 
and financial agencies in ' the country. ' . 1 
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mercial banks to provide them Nvitli short-term loans, similarly 
agriculturists have their cooperative banks to supply their needs 
for short-term loans in many countries. No doubt in some 
countries like the U. S. A. and Canada, commercial banks sup- 
ply short-term loans to farmers as well. Long-term financial 
needs of agriculturists for buying farms, cattle and machinery 
and for sinking wells are supplied bv the land mortgage banks 
or faim mortgage banks. In India the indigenous bankers still 
play a prominent part in supplying the credit needs of agri- 
culturists all over the country, although their methods of busi- 
ness are not .altogether straight. 

Another type of banks commonly known as savings banks 
stand midway between commercial banks and industrial 
banks. Like commercial banks they too attract deposits 
from the poorer sections of the population but impose certain 
restrictions on withdrawals by depositors. Some of these banks 
permit withdrawal by means of cheques too. Like investment 
banks, they do not lend diiectlv to indiriduals but buy invest- 
ments. 

A special type of commercial banks that have specialised 
in foreign exchange business in order to finance the foreign trade 
of India, and have their head offices in foreign countries is pop- 
ularly known as exchange banks. Like other Indian joint-stock 
banks, they receive current, fixed and savings bank deposits 
and finance inland trade specially in goods in transit before 
1 earing the country or immediately after entering Indian borders. 
But unlike other Indian commercial banks, they deal in foreign 
bills, grant loans against bills of lading etc., and finance 
imports of bullion into India. 

w - Central Banks 

Practically every country today possesses' a central bank 
“w'hich constitutes the apex of the monetary and banking struc- 
ture of its country,” and which is run not for earning the maxi- 
mum profit for itself but for maintaining tire general economic 
-stability of the country and for carrying out the broad mone- 
tary policy of the state. Although its organisation resembles 
that of a joint stock bank , yet its purpose is altogether different 
from that of other banks. It is held responsible for regulating 
and controlling the currency ’and credit in its country so as to 
maintain the stability of the internal as -well as the external- 
value of the home currency. It has also to serve as the Banker’s 
Bank and State Banker, and to provide clearing house faci- 
lities in the country. Its duties, therefore, include (a)’ tire nib- 
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central banks as their financial agents. At present central 
banks (1) issue and repay their governments’ short-term 
and long-term loans, (2) hold and disburse state funds, 

(3) undertake the safe custody of government’s cash balances and 

(4) manage the public debt. During the world war, rather 
than wait for the successful floatation of a loan in the market, 
the state would obtain ^the necessary funds diiectly from the 
central bank. Even after the floatation of a huge loan, the cen- 
tial bank had to support the market by lending extensively. 
In both cases the central bank had to carry a huge portfolio of 
resulting obligation's. Even the recommendations of the 
Cinliffe Committee could not materially relieve the Bank of 
England of this obligation. Other countries too have ordained 
their central banks to support the money market and the state 
and to finance the governmental short term loans which, by 
seeking constant renewal, have, in reality, become long term 
loans to the government. The Bank of France has been made 
legally and openly to grant huge ‘peimanent interest-free 
loans’ to the French government. Dealings in government 
loans are now considered suitable for effecting necessary ex- 
pansion and contraction of currency in the interest of price 
stabilisation. Further, a central bank is also considered to 
be capable of influencing the money market in such a way as 
to enable the state to raise its loans at a lower rate of interest 
and thus save the tax -payer from the burden of heavier taxation^ 

Unfortunate experiences of several central banks about 
the financing of the state during the first world war were res- 
ponsible for imposing set ere restrictions on their powers of 
making advances to the state or buying government securities 
in the post-w r ar period. 

Central banks’ relations W'ith the state during the last hun- 
dred >ears reveal an alternating loose control and tight grip 
of the state over the central bank. Till the seventies of the 
last century various gov eminent s piessed their central banks 
for increasing acccmodaticn, but. with tie wide-spread adop- 
tion of the gold standard, central banks were allowed to enjoy 
a freer atmosphere till the outbreak of the first world war. 
From 1914 onwards cential banks were again yoked in the 
service of the state for bringing the war to a successful termina- 
tion. The seven years prcccdii g the onset of the great de- 
pression wore again marked by the comparative freedom of 
central barks from state domination. Suspension of the gold 
standard in 1931 and outbreak of the second world w r ar in 1939 
reversed the piocess and inci eased the control of the state over 
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be elastic also. . Hence various methods have been evolved 
for regulating the volume of note-issues in a country. 

The first system of note-issue adopted in 1844 by England 
and later on by several other countries is known as the partial 
fiduciary issue method. Under this system, the Bank of England 
was authorised to issue notes up to a fixed amount against 
government securities kept by it in the reserve, but all notes 
issued above this amount had to be fully covered by gold. In 
September 1939, this system was discarded and now the note- 
issue of the Bank of England is directly covered mostly by govern- 
ment securities and only a small amount (about £ 1,500,000) 
of gold and silver coins is in the reserve. (At present all the 
gold and foreign exchange reserves of Great Britain are con- 
centrated in the Exchange Equalisation Account). 

The second method of a fixed maximum issue (which may 
be raised from time to time) without any gold cover being pre- 
scribed by law has been followed by England since 1939 and 
by Japan since 1941. France too followed it between 1870 
and 1928. At times this system was found to be rigid and 
inelastic, and at times it led to inflation. 

Tire third method limits the note-issue to the value of 
eligible government bonds held in the reseive and the paid-up 
capital of the issuing bank. For some time this method was 
followed by tire Colony of tire Cape of Good Hope in South 
Africa where the note-issue was limited to the paid-up capital 
and reserve of the issuing bank and had to be fully covered by 
government securities. This system suffers from inelasti- 
city. 

The fourth method is known as the proportional resene 
system under which the issuing bank is required to maintain 
a metallic and foreign exchange resen 7 e of at least 25 to 40 
per cent of its note-issue and the remaining portion has to be 
covered by certain specified assets. This method has been 
widely adopted^ with slight variations, by Germany, U. S. A., 
India and offer countries. This system possesses elasticity. 

The fifth method used in the Union of South Africa since 
1930 prescribes a gold reserve to cover at least a minimum 
percentage of the note-issue, but makes the notes a first charge 
on all the assets of the issuing bank which is, thus, allowed greater 
freedom in the selection of its assets which may be used as a 
cover for that portion of the note-issue which is not covered 
by gold. This system combines maximum elasticity with 
adequate safety for the country’s note-issue. 
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demands of its customers for accomodation of which they arc 
assured by the preparedness of the central bank to rediscount 
their bills apparently without limit. But asthe central bank has to 
conserve the supply of credit and protect its gold reserves from 
suffering a dangerous depletion, it Las sometimes to raise its 
discount rate so that the demand for accomodation may remain 
confined to those cases alone which are most urgent and neces- 
sary. 

In a well- organised money market a close relationship 
between the bank rate and short -teim money rates tends to be 
established, if the money market works on a narrow margin and 
depends upon the centra] bank for ultimate accomodation in 
times of need. This relationship is strengthened by tiaditions, 
conventions and acceptance of the leadership of the central bank. 
In times of heavy' .seasonal demand or increased business activity 
the money maiket has to approach the central bank for redis- 
counts and for obtaining its supplies of loanable funds. When 
a bank obtains its supplies of funds from the central bank at the 
Bank rate, it cannot afford to charge its customers any' rate 
lower than the Bank rate. In this way the market rate of discount 
is forced up to the level of the Bank rate which becomes effec- 
tive in curtailing credit. Ordinarily', the central bank is able 
to contract credit by raising its discount rate, but, at times when 
the money market has sufficient funds and consequenllyno need 
to seek accomodation from the central bank, it has to resort to 
open market operations in order to deplete the market of its 
funds and ‘to force 5 it into borrowing from the central bank 
which, then, charges its official discount rate and makes it 
effective. 

If at any time, the central bank desires credit-expansion, 
it. lowers its discount rate and expects the money market to 
follow its lead and lower, the market rate of discount too. If -the 
central bank is not obeyed by the money market, it announces 
its willingness to have direct dealings with (by r discounting bills 
directly 7 for) the general market. In competition with the central 
bank, the money market has ultimately to lower the market 
rate of discount and allow credit expansion. 

In short, the rediscount rate is the principal instrument 
by which the central bank encourages or discourages redis- 
counting with it by member banks. Bv raising its rediscount 
rate, tire centraj bank makes borrowing by 7 its member banks 
more expensive, and thus restrains them from expanding credit. 
By 7 lowering its rediscount rate the central bank makes borrow- 
ing by 7 member banks cheaper, and thus encourages - banks to 
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extend credit Tht extent to which a central bank can make 
its discount rate efltOne' depends on certain conditions, If, for 
example, the price-level is rapidly rising, the raising of the dis- 
count rate may prov e ineffectual to a great extent, as central banks 
of Europe found it to be after the hrst world war. If other 
banks possess greatei resouiccs than the central bank, the) 
combine to neutralise greatly the efforts of the central bank 
to restrict credit in the market. 


Open market operations — If member banks possess suflicient 
funds of their own, the central bank’s discount rate may prove 
powerless tc restnet cicdit and raise money rates generall). 
for the puipose of controlling the money market a central bank 
is, therefore, provided with another powerful weapon known 
as open market operations. 

Meaning of open market operations — Open market operations 
mean the central bank's purchase or sale of any kind of eligible 
assets (such as stock exchange securities , bankers’ acceptances 
or foreign exchange) for the puipose of controlling credit in the 
country. 


If the raising of the discount rate in order to restrict credit 
proves insufficient to raise the money rates in the market, the 
central bank begins to sell securities or bills in the market and 
thereby draw money into its coffers till the cash position of member 
banks is so much weakened that they have to seek accomodation 
from the central bank. The central bank then charges its 
official rate of discount which thus becomes effective. 

I in 0rdcr , rellcvc a sudden stringency in 
3 c , cn , tral , banl ma Y resort to direct dealings 
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\5) banker's acceptances. 
f) precious metals, and 

(7) by borrowing or repayment of loans in die market 
against the pledge of government securities. 

Open market operations, in this way, increase or decrease 
the supplies of loanable funds in the mat ket and thus force an 
expansion or contraction of credit in the country. 

It will be thus seen that the credit policy of the cential bank 
finds expression through its effect on the cash position and the 
lending capacity of member banks. Ordinarily, it is not neces- 
sary to use these powerful weapons in actual practice. The mere 
fact that the central bank is armed with them is sufficient to ensure 
the member bank’s ready submission to the w ishes of die cen- 
tral bank in this matter. 

Scope of operations of central banks . — Should a central bank act 
as a relief institution only in an emergency or serve as a constant 
equilibriating factor in the money market ? 

Believers in the emergency lelief theory hold diat a central 
bank exists solely for meeting emergencies and diat in a crisis 
alone it should come out “like a fire engine” to put out a financial 
conflagration. On the other hand, exponents of the banking point 
of view r hold that a central bank should function continuously 
and regularly like any other bank (and unlike a relief institution) 
and that itshould formulate suitable policies for c\crv occassion 
and handle emergent situations as they arise. This diveigencc 
between the opinions of these two schools lias also created a 
difference in the extent to which a central bank should have the 
right to embark upon open market opeiations. During discus- 
sions on the Federal Reserve Bill, American banks strongly 
opposed the grant ofpotver to Federal Reserve Banks to operate 
in the open market but during recent years both Europe and 
.America have admitted that a continuous and liberal use of 
these operations is necessary for central banks. If member 
banks confined their credit extension within proper limits, a 
central bank can have no legitimate occasion to interfere, but, 
as government transactions, international banking operations 
and speculative outbursts are constantly disturbing the market, 
the central bank has to remain practically all the time in the 
market as a constant factor. 
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Paris and Amsterdam too took an appreciable part in inter- 
national banking. 

Recent political and economic factors have undoubtedly 
paralysed long term international credits and short term inter- 
national trade finance, but international deposit banking 
specially in the U. S. A. has been recently greatly stimulated. 
Whereas formerly liquid funds would seek markets where inter- 
est rates were high, during the interval between the last two 
world wars their movement was influenced by speculative fore- 
cast of probable changes in foreign exchange rates, and was 
responsible for introducing a good deal of uncertainty in this 
field. Hence after 1929 many countries had to establish exchange 
equalisation accounts for stabilising exchange rates. 

Since 1925 economic and financial interdependence of 
various countries necessitated the maintenance of dose co- 
operation between various central banks. During a modern 
war, credit control and inter-government collaboration are 
necessary and in peace time too, international rediscounting 
and tranfers of gold have to be undertaken to prevent national 
or global crises. During the first world war such an international 
banking cooperation was attempted both by the Allied and Central 
Powers. In the post-war period too, the Brussels Conference 
of 1920, the Genoa Conference of 1922, the World Economic 
Conference of 1933, the Macmillan Committee and the Gold 
Delegation emphasised such a collaboration in the interests 
of the weakened central banks and for the prevention of the revi- 
val of the pre-war mad “scramble for gold”. After 1924 leading 
central banks had to promise funds for safeguarding the normal 
functioning of the new currency standards adopted by various 
countries. The Federal Reserve Bank of New York promised 
to purchase British bills up to a certain amount at a. fixed rate 
of discount, if need arose, to help the maintenance of a Gold 
Bullion Standard in Britain. The success of these experiments in 
the field of international financial collaboration paved the 
way for discussing the practicability of establishing a world 
adnk to deal with the problems of international stability of prices 
and control of .money markets and of German reparations (im- 
poseb by the Treaty of Versailles) and other connected issues. 
The Young Plan of 1929 which superseded the Dawes Scheme 
of 1924 embodied the recommendations of the reparations experts 
and originated, mainly for the purpose of dealing with the 
problem of German reparations, the Bank for International 
Settlements which was founded in 1930 at Basle under a Swiss 
charter under the official sponsorship of the central banks of 
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England, France, Germany, Belgium, Italy, and Japan and an 
American group of bankers with an authorised capital of five 
hundred millions Swiss gold francs According to its statutes, it 
was intended (1) "to promote the cooperation of central banks 
(2) to piovidc additional facilities for international financial 
operations and (3) to act as trustee or agent in regard to inter 
national financial settlements entrusted to it ’ But with German) i 
default in paying reparations after 1931 disappeared the mam 
purpose for which it was created Still its official status art! 


potentialities as an international banking institution, rather than 
its intrinsic worth at the present time, are responsible for 
the attention that has to be bestowed on it Although it was 
intended to become a central bank for other central banks 
yet its relations with other leading central banks are recipn 
ca /i\ l incor P orat,n S a ct limits its general banking business 
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and Development, in the field of international banking. These 
two institutions aic largely complementary in character of 
membership as only members of the Fund can become members 
of the Bank. 

The International Moncton Fund and the International Bank 
fot Ri'comt) action and Development. 

The establishment of these two international financial insti- 
tutions, viz., the International Monetary Fund and the Inter- 
nationa 1 Bank for Reconstruction and Development was recom- 
mended by the United Nations Monetary and Financial Con- 
ference held at Bretton Woods in Juh 1945. 

The former has been setup (I) to promote international 
monetary cooperation and to provide a machinen for con- 
* sultation and collaboration on international monetary pioblcms; 
(2) to promote exchange stability, to maintain orderly exchange 
aiTangements among m embers and to avoid competitive cxclurgr 
depreciation; (3) to establish short term equilibrium in the 
international balances of payments; (4) to promote balanced 
growth of international trade of member countries without 
unduly restricting their freedom to pursue their own domestic 
social or political policies ; (5) to assist (a) the establishment of 
a multilateral system of payments in respect of current transac- 
tions between members and (b) the elimination of foreign 
exchange restrictions which hamper the growth of world trade. 
Thus the Fund has been designed primarily to meet the short term 
credit needs of member countries. The Bank, on the other hand, 
is intended mainly to stimulate and, where necessary, to sup- 
plement the flow of international long-term capital for assisting 
the reconstruction and development of member countries with a 
view to attain long term international equilibrium. 

The relative share of countries in the share capital, voting 
rights and managment of the two institutions and die borrowing 
rights in the Fund (but not in the Bank) are regulated by the 
quotas of members, the six largest quota-holders being theU.S.A., 
the United Kingdom, the U. S. S. R.. China, France, and 
India. 

The International Monetary Fund started functioning from 
March, 1947 and its first exchange transaction took place about 
the end of May, 1947, w'hen the Fund granted stabilization credits 
to Fiance and the Netherlands. By the end of May 1948 the 
Fund sold exchange against members’ currencies for more than 
six hundred million dollars. Besides these sales against membeis’ 
currencies, the Fund sold a small amount of U.S. dolldrs against 
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gold. To meet the growing deficit in her balance of pavmects 
" ltb n- c States, India purchased from the Fund nearly 

14 million U. S. dollars till the end of June 1948 by tendering 
the equivalent of this amount in lupecs. In June 1947 (lie Fund 
warned member countries against external sales of gold at prices 
above monetary parity and urged them to eliminate surii 
transactions. In December 1947 the Fund directed its members 
t o obtain its previous sanction before subsidising gold production. 
In obedience to tins direction from the Fund, Canada placed ie 
proposed scheme (for subsidising gold production) which was 
exammed and approved by the Fund. In Apnl 1948, the 
fund advised its members participating in the European Recovers 
- rogramme to apply for the purchase of U. S. dollars only in 
Try* C fP t,0na J or unforcst ‘en hardship so that the resources 
thc Funcl ma Y maintained at a safely high level. 

for Reconstruction and Develop- 

^ofSnm jJ v $ f r" M ; v 1947 "> ,cn !t Bunted iufr« 
nan of 250 million dollar, to France. Later, the Bant granted 

tamt”TS° 2M J’jK'?'' nS olli,n 10 IS’elhSal’ds 

uU S dollars itY Ur8 ' and Chile. These loans has e been granted 
™! l3n ’ Bd S'i> n francs and Ss. issfrancs for the nuroose of 

membra. 8 °" ,<T »PP««»ioia for loans from its 

m a marteTnr mn^d tn a B .!l C ' , '' : lo ? ra “ are raised 
and general testes only whe nl X°n' “l 11 ? °"' n P ai<l ‘ u P capital 
foreign invesTS r„„ ! when « unaitlc to promote 

amoSalhy J° " I FT?'' ,e ™ ! or in 3 <W 3lc 
may be made by priv'.u/lnv^r^.’i m 3 P an of t!lr loans svhicli 
channels. Ordmfrily, Ness™”* Ton' ,he j SUal ™ ves " rl ?' 
centre, mvest then- sumlus canhil in !UI , d oUwI ft 13 " 031 

loans and issues of securiti™ a**** 1 f cr ? am classes of foreign 
even without any guSanta; YroL^'n'^ low ra,n of interest, 
<ee i, needed only fc™!' g™ ,h ' The Bank’s guaran- 
fire still not being taken up bv the ^ a f e sount * propositions but 
only at high rates of interest Tr^n^i 2 . 1 a11 or 01111 be floatc<J 

ercst. 4 ne Bank’s guarantee is really 
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an international guarantee 'which spreads the risks of foreign 
loans over debtor as v.ell as creditor countries. As such, the 
practice is likely to prevent the disequilibrium between interna- 
tional saving and international investment and to give each 
country a larger stake in the world as a whole. This measure is 
also calculated to sw ell the stream of loanable capital and to make 
it available at relatively low rates of interest, say 4 to 44 per cent 
per annum. In order to minimise the risks assumed by the 
Bank in guaranteeing or granting loans, the government or the 
central bank of the borrowing country has to guarantee fully 
the repayment of the loan and its attachment charges. 

The Fund and Bank plans aim at securing a world economic 
cooperation of which central banking cooperation forms an 
important part. The Fund plan contains certain features 
of the gold standard such as, ( 1 ) gold as the common measure 
of values, (2) a fixed par value (in teims of gold) for the currency 
of every member country, (3) the confining of fluctuations in the 
exchange rates between currencies of member countries within 
a specified limit on either side of the par value for transactions 
in gold. It is a modified form of the gold standard because 
(1) its functioning does not entail the free convertibility of curren- 
cies into gold, (2) it permits its members to exercise tire necessary 
exchange control over capital transfers, (3) it allows orderly 
charges in the par values of currencies in case of fundamental 
disequilibrium and for uniform proportionate changes in the 
par value of currencies generally. The Fund plan, therefore, 
removes the rigidity of the gold standard and makes it suited 
to serve the needs of a world suffering from disequilibrium, malad- 
justment and disiuption caused by the two great wars of this 
century, and possessing managed currencies which occasionally 
display competitive depreciation with its attendant e\ils. 
No doubt, the deteriorating world economic and political con- 
ditions these days make the prospects of the success of both the 
Fund and Bank plans rather dark. Moreover, the financial 
requirements of tire present world appear to be much more than 
what the resources of the Fund and the Bank can safely supply. 
These twins promise to replace narrow' nationalism by broad 
internationalism but much of their success depends on whether 
they can sail quite clear of the Scylla and Charybd is of racial 
discrimination and power politics which are threatening at 
present to founder the ark of human civilisation. 
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CHAPTER XLVI 

THEORY OF INTERNATIONAL TRADE 

International trade refers to the exchange of goods and 
services between one country or region and another. This is to 
he distinguished from internal or domestic trade which deals 
with trade within the geographical boundaries of a nation. 

Why do people engage in trade? For tire simple reason 
that such an exchange increases their satisfaction by enabling the 
participants to share the advantages of the division of labour. 
Man has numerous wants, but he seldom can pt oduce all the 
brings he needs. He, therefore, specializes in producing tilings 
for which he is best fitted and exchanges Iris surplus for the 
things produced by others. Such a process of exchange enriches 
both, the parties. 

On tire same principle, each nation tends to concentrate 
on the production of tilings for which it is most suited. Just 
as specialization benefits tire indit idual, so also it benefits regions 
and countries. Nations differ in their natural resources, the skill 
and capacity of their workers, their geographical position etc. 
Accordingly, each nation is better equipped for taking to some 
special branch of production than every other. It is to the 
advantage of all to specialize in rheir respective spheres and 
exchange their output. In the words of Marshall, “If goods, 
which uan-be. produced at home, are yet imported freely from 
abroad, that show's that they can be got generally,' at less cost 
byjnaking " other things with which to "buy them from abroad 
than by the direct method of making^them at home . 53 

If the justification for all trade, be it internal or inter- 
national, lies in the advantages of division of labour, why should 
there be a separate theory for international trade? The answer 
is, that in spite of fundamental similarities, there are certain 
basic differences between the two which necessitate a separate 
theory for international trade. 

Distinction between foreign trade and home trade. First, labour 
and capital are more mobile between differerit’parts of the same 
nation than betw r een different nations. The cause of this 
^mobility is prejudice, differences in language and customs, 
natural inertia, "restrictions placed by nations and so on. 
Generally speaking, the degree of immobility is greater for 
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labour, since it relates to the human factor But even though 
capital is comparatively more mobile it tends to congregate 
generally within national boundaries clucfh due to the greater 
risk and uncertamt\ of foreign u vestment llius ‘production 
m different countries is carried on in more or less closed or non 
competing compartments while production in mi) one countt) 
is iccompmicd b\ n direct competition for the several agents 
f production 

Secondly ill trade is earned on in terms r f m »i.e\ lht 
s 1 lie in it tern 1 uadi the «anic monetary unit "is i sed in 
ntcrnntion 1 trade two or more different units art t«ed in one 
transi ton The fact that tridc between nations in\ oh es not 
enh ar exchange of goods but al o an exchange ^oLJheir 
ijioneys , iniscs problems p r fore ign jx»y ments pics of exchange, 
!ctme.\aUcs tf tic n-onctaryTmu etc, winch in prictict 
exercise a great influence, upon the itiection and volume of trade 

lastly, each country conducts its production under diff 
erent conditions regulations and systems T1 cie are 
dilterences in the systems^ of taxation of labour legisl ation , 
ot «oci**l insurance eff" transport and public utilitx seivice* 
ol commercial and fiscal policy of lrdustrial otganization, etc 
, nat Jon s ccopomv is diaped by these factor®, and con«cquent 
y such differences luxe a marked bearing upon the couise of 
mtei national trade 


Conditions leading to international trade On the basis of 
miernanona 1 diyision of labour it .an safely be said that com 
modifies tend to be produced in those countries where their 
2Sdur« l T 0 ? UCtl i >n lS * thc lo%%cst T, ' ,s explains whx India 
J™Z" J “ e , 0,1 sced? ^a and similar goods which occupy 
an P dZ! t! f P a t C | 1,1 1 j ex P° rt ‘ I " lde Similarly, Japan produces 
s e ndTSu Voi CS and i°' 8 ? rcat Britain manufaeMnes and 
"° ollen L S oods and tools USA engages m the 

woduc ‘ rndhL T CarS and , nu ?' r0115 Dthcr manufactured 
products and has a foreign market for «uch wares 

dueme’S; K™' j ‘r“ ln somc of *«* aw «■= 

Md ” ™ r B 7r„ h ff 3 d T' ! , u P' rion *y m what it prodhm 

alarL'SfcUs rVr d' n * hc ju,c 

inferiority m what it imoom Thl 3Rd j 3n e( l u , all > definite 
tmde along these lines The Cond , U,on "*»<* leads to 

“ * 

" f labour i- EaZZSSgSFSS )** co,ts,n 
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Jute 

England 1 unit 
India 2 units 


Woollens 
2 units 

1 unit 


Product of one day’s 
labour. 


Clearly. England enjoys superiority (absolute advantage) 
in producing woolens and India in producing jute. Each 
nation will, therefore, specialize in the field where it reigns su- 
preme, and engage in trade with the others. The advantage 
they gain thereby can be expessed in term of the increase of total 
produce. For if each nation meets its own requirements of both 
jute and woollens, the total product of 4 day's’ labour is 3 units of 
jute + 3 units of woollens. 

But if there is specialization and trade, the total output 
for the same effort is 4 units of jute + 4 units of woollens. 

Moreover, on the basis of labour-costs, the ratio of exchange 
between jute and woollens is as follows 

England 1 unit of jute for 2 units of woollens 

India 1 unit of jute for £ unit of woollens. 

England gains by exporting w'oollens and getting anything 
more than 1 unit of jute for 2 units of woollens. Similarly 

India gains if she gets anything more than 1/2 units of woollens 

for 1 unit of jute. If W'e neglect transport costs and other 
complicating factors, and assume that the intensity of demand 
for these goods is such as to enable the countries to share the 
increase in production equally, the ratio of exchange at which 
trade is carried on will be : — 

• 1 unit of jute for 1| units of - woollens ; 

a transaction advantageous to both. 

Equal differences in costs. Let us take another example, -on 
the same "'lines as * before 


Textiles Woollens 


England 2 units 
India ■ 1 unit 


2 units 
1 unit 


Product of one day's 
labour. 


In this example, England has an absolute advantage o\er 
India in the production of both textiles and w'oollens i. e. labour 
is more efficient in both the industries in England. But 
the degree of superiority is the same in both cases. The ratio 
of exchange is as follow's: — ... 
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England 1 umt of Textile for 1 unit of Cloth 
India ! umt of Textile for 1 unit of Cloth 

Thus even with absolute superiority in both the fields of 
production, England docs not gain anything by trading with India 
And, in spite of its inferiority in both, India does not lose by rot 
trading with England This situation arises because the ratio of 
exchange is the same in both the countries In other words 
tnere is equal difference in costs As is obvious, no trade w31 
ensue under these conditions " ~ — — ' 


The type or cheapness as 
U r dcr abs ? ,,l(c advantage, does not explain the 
movements of goods between muons There are occasions 
St wt, maj0nty of forcl S n trlt le transactions come under its 
or Sth common 0 ,“ ntr> !uptr,or 10 smother in the produettos 
raemi™Tof . d “ tntports one or these A mano- 

a certain catocmC f lC U p S A ’ lm P° r <s took and machmery of 
m t [ lr cvcn t* l01J Eh it may be superior 

suited P to ie ^ " fl, r 1,lc England, though feet 

«effiy UCh s“£ th ° ‘ She r^on forVth 

ssdss; ;t3S£" ? “ - »; 

S3 £: z ; a , = “ - 1 

countries concerned obtam 

vrduals The P{^ uc11 ' ' activities ofi indf 

an efficient clerk, vet he “P^ manager and 

hss energies to the manage™ J S ood° h ‘ S advama SC 10 Sevote 
another man less efficient th * i and assign the job of a clerk to 
a common feature of modem UmS j lf S V ch specialization is 
ah rCS c ltS prove ^ wisdom of’ I tS Stnal i. ^amzation and 
Adam Smith said, ‘What „ S ? hc method Therefore, as 
private famdy, can scarce C ° nd “'V f "B? 

The pnnrit* , y m that “ a great kingdom 

IS Inoivn as the pnneiplTSr'c 15 5Udl an c,tch angc or goods 
*13, Each coun P ^ '.S* 0 0 C 3 arat >ve Costs, lecordmg to 
aa Produce more^beaply Va ° d “ C ^ " ot ne eessanly what it 
I ‘V man unothei counny, but those 
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articles which it can produce at the greatest relative advant- 
age, i.e., at the lowest comparative cost. Each country will 
produce those articles in the production of which its superiority 
is most marked or its inferiority least marked. 55 In other words, 
those products are exported which are lower in price (calcu- 
lated on the basis of the ruling rate of exchange) within the 
borders of a certain country than elsewhere, and those are 
imported which are higher in price at home than abroad. 

A difference in the cost ratios is, then, the basis of inter- 
national trade. What is the factor responsible for cost differences 
between nations ? Itjs„ Nature’s. partiality Jn distributing its 
gifts to nations. That is why India with its fertile soil, warm 
climate and cheap labour produces rice, jute, sugarcane, tea, 
etc., at comparatively lower costs and supplies these at low 
prices. Similarly, U. S. A. with its vast resources of coal, iron, 
petroleum, skilled labour, and capital, dominates the field of 
manufactures of various kinds. Its costs are low and so are its 
prices. The case of Japan (with its cheap skilled labour and 
mechanization) a formidable force in pre-war world trade, will 
further bear out that the form and strength of productive re- 
sources determine costs and prices of goods and create differ- 
ences in the cost ratios between one country and another. 


Illustration . Some assumptions will be made here in 
order to explain the working of the principle of Compara- 
tive Costs. We will take only two countries and only two 
commodities and also neglect the cost of transport. Further, 
costs will be represented in terms of labour costs, and it will be 
assumed that production is carried on under conditions of con- 
stant costs, i. e. the amount and volume of production does 
not affect the cost per unit. 

Later on these assumptions will be removed and it will be 
shown that their, removal does not affect the essentials of the 
theory. . . .. . ... .... • 

Country Rice Linen 


A 

B 


3 Units 
1 Unit 


2 Units 
1 Unit 


Products of one day’s 
labour. 


Country A is superior in the production of both rice and 
linen, but it has greater relative advantage in the production 
of rice. For in rice its superiority is three times that of country 
B, whereas in linen it is only twice that of B. Hence it has a 
30a te 
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lower comparative cost in the production of rice and will specia- 
lise in this branch of production and through its exports obtain 
the required supplies of linen On the other hand, though 
country B is inferior in both the fields of production, _i.t s mfc - 
rionty is less marked in linen (its comparative cost ofbnen is 
less) It will, therefore, specialise in the production of linen 
ana through its export obtain the necessary supplies of rice. 

The ratios of exchange between the two commodities in 
the two countries are * 

Country A 1 unit of rice for 2/3 unit of linen. 


Country B 1 unit of rice for 1 unit of linen. 

Thus in B more linen can be had for the same amount Df 
rice, i.e., linen is cheaperjn B, in spite of its low er efficiency' of 
labour. liTA'more rice can be had for linen, he., rice is cheaper, 
A would gain through trade as long as it procures more than 
2/3 unit of linen in return for 1 unit of rice. B would gain if 
U gets more than I unit of rice in return for 1 unit of linen. 
In other words, both countries would gain, if A concentrated 
on the production" of rice"aud * exported it to B, leaving it to 
specialise in the production of linen and export it to A. 

Moreover, it will be seen that such sped alizationjn creases 
total production. For, if both countries continue to produce 
the two commodities, the total product is 4 units of rice +3 
units of linen, for 4 days' labour. On the other hand if A pro- 
duces rice and B produces linen, the total product is 6 units of 
rice +2 units of linen. The gain of 2 units or rice is greater 
than the loss of 1 unit of linen { 2 units of rice is equal to 4/3 
Units of linen in A and 2 units nflinen -in B). Specialisation and 
trade have resulted m-an increase of the total product. 


It was on the basis of such considerations that Cairoes 
made the (oft quoted) Statement : ’‘The one condition, at once 
essential to and also sufficient.for, the existence of international 
trade, is a difference in the comparative, as,' contradistinguished 
from the absolute cost of producing the commodities exchanged”. 
The same idea was elaborated by Ricardo in his celebrated 
example : “Two men can both make sboe s'ahd hats, and one 
» superior to the other in both employments ; but in making 
hats he can only exceed his competitor by l/5th or 20 per cent 
and in making shoes he can excel him by one third or 33 1/3 
per cent. Will it not be for the interest of both that the superior 
man should employ -himself exclusively in malting shoes, and 
, - m / en f r man in making Jjats < 
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So we may conclude, that whether trade is due to absolute 
advantag e or c ompara tive ...advantage, it arises through" the 
same fact, namely that the comparative costs of production 
and consequently the relative values of goods differ from country 
to country. 

Introduction of Money-costs. In actual transactions, money 
cost is the determining factor'.' The above example needs to be 
modified in order to represent the cost of production in terms 
of money rather than labour. 

Rice Linen Wages Cost per unit 
per day 

Country A 3 units 2 units Rs. 2-8-0 Rs. .833 Rs. 1.25 

Country B 1 unit 1 unit Re. 1-0-0 Rs. 1.0 Re. 1.0 


Rice is cheaper in A and linen in B, hence the direction 
of trade will be the same as determined before on the basis of 
comparative costs of production. Such a state of affairs will 
continue as long as wages are related to efficiency. The 
maximum efficiency of A is. three times that of B, and the 
’ minimum.is.twice that of B : If wages in B are Re. 1/- 'they should 
not be Rs. 3/- or more or Rs. 2/- or less in A. That is to say, 
in order that the principle of Comparative Costs may apply, the 
ratio of money wages between the two countries must be bet- 
ween an upper and a lower limit. 

What will happen if wages are Rs. 3/- 
Cost per unit . . ; j v . ; 


Country A 
Country B 


Rice 
Re. 1.0 
Re: 1.0 ' 


Linen 


Re 1 5 1 ^ ost P er un ^ when, 
C -> wages are Rs. 3 per 

, Y) : i day in A, and.Re.M, 

J per day in B.; • - 


Re 


, There is now no gain to B in buying rice from A. But. as. the 
price of linen is lower in: B, the other country, he.- A will import 
lmen. Thus. one-sided trade willensue.. A’s balance of payment 
will, .be .passive, so. that it will send out .gold to B -in payment 
• for linen. This .flowof., .gold..:will raise , prices and wages in 
B if there is gold standard and, lower the same in A . , Eventu ally, 
the’ direction of: trade will be .-.the same, as before land- compara.-. 
tive. cost advantage will ■ re-assert : itself, >with- nhe .v important.' 
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difference that the range of trade and the gain from trade will 
be narrowed down 

Similarly if wages fall to Rs. 2/- in A, there Js_acain one- 
sided trade, though now A would be exporting rice vutrouf'a'n) 
reciprocal imports of linen Gold would flow. from B to A, 
raising wages and prices in A and lowering the S3me'~In“B; 
till a new position of comparative advantage was reached. 

Hence, the principle of comparative real cost applies under 
money economy, so long as w a gcs~b ca r"lh'e~j prop cr'fcl auon to 
efficiency Hf wages arc more than in proportion to efficiency of 
production will be discouraged till (unless some artificial force 
keeps it there) it comes down to levels where trade is not profit 
able, and therefore, not practicable. 

Transport costs Wc had also neglected transport costi 
which form an important clement in all trade transactions 
nut the introduction of transport costs docs not in any way 
upset the Comparative Cost principle All that thev do is to 
narrow down the range of trade Suppose the exporting country 
pays transport costs * 


X 

Rice Linen 
Country A Rs. .833 Rs. 1.25 
Country B Re. 1.0 R c . 1.0 


Rice Linen 
Rs. .90 Rs. 1.25*1 
Rc. 1.0 Re. 1.15 / 


WTien 
trans- 
port 
costs _ 
are paid. 


.„„„ Th r , d,r ' ctlon of trade is the same as before. But the 
Sf*LS5?l de tttrrowed and the gain from trade is less 
m or no ' *>' .“pott'd.or imported unless the difference 

rn:t r r f p ^ U ° n . bclWCI;n countries exceeds the 

SLitv or , P “i r0m ont the-other. The export 

2£S2 rL „r 7 d ? a not dc P' nd . to'ely upon its <£m- 
^^(fc^ onrl,:d ^ ds als0 “v-the costcof 

than^S SSrti" '° m eS 

»« TtTttn” eaur dU i i0n ° f “ ^ <^°i- 

i.e. ta compiat™ ’? ** P™ d u«,on of all, 

»hicb of these cotnmodiffM uilibeexportecTand 
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This is done by finding out the terms of trade or the rate 
of interchange between exports and imports. And these 
depend on relative demands of the two countries. If the 
terms of trade are favourable, i.e., for a small amount of 
export large amounts of imports are obtained, very little of its 
own goods will have to be sent out — perhaps only one commodity. 
As the terms become less favourable, more goods have to be 
exported than before — one or two more goods may enter the 
export list. Thus the line of demarcation between exports 
and imports keeps shifting according to the changes in the 
terms of trade. International trade, however, continues on 
the basis of comparative cost advantage, so that the presence 
of more than two commodities makes no essential difference 
to the principle. 

More than two countries. Here again, there is no fundamental 
mod fficafibiT' ~i n — the 7 "theory. Suppose there are more than 
two countries. Take a commodity X. Some countries will 
be importing it and some will be exporting it. So we divide 
them into exporting and importing groups. The commodity 
will be exported first by that country which has the lowest cost 
ratio, and if it cannot satisfy the total demand due to its cost 
rising with output, other countries will begin to export in the 
order of their importance in production. 

Varia ble costs jof production. It has so far been assumed 
that production is carried on under conditions of constant costs. 
This is not true in real life. How will the principle hold under 
decreasing and increasing costs, i.e., when the laws of increasing 
and diminishing returns are operating 

Suppose production ofboth the commodities, in both the 
countries, is carried on under conditions of decreasing costs 
or increasing returns. This implies that the marginal cost per 
unit falls with an increase in output and rises with a reduction 
in output. Country A is producing more of rice as it caters 
to the demand ofboth the home and the foreign markets. Simi- 
larly, country B is increasing its output of linen. Hence the 
cost for rice in A and for linen in B will constantly decrease. 
On the other hand,' country A is producing less linen, as it gains 
by importing it from B. Tor similar reasons B is producing 
less rice. The cost of linen will rise in A, and that of rice in 
B. Thus the comparative advantage of A in rice, and B in 
linen goes on increasing with an increase in production. The 
range..oLtrade.will_ bj;_widened, the advantages from such ex- 
change will increase, and lead' to "complete 'specialization, on 
the basis of comparative cost differences. To illustrate : 
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Country A 

Rice 
Rs. .833 

Country B 

Rs. 1.0 

Country A 

Rice 
Rs. .7 

Country B 

Rs. 1.2 


Linen 

Rs. 1.25 

Rs. 1.0 


Linen 
Rs. 1.35 

Rs. .9 


Cost per unit. A spe- 
cialises in the pro- 
duction of rice and 
B in that of linen. 
cU<AJW-«nW 
Increasing-C tgrt in ope- 
ration. The range of 
trade extends, lead- 
ing to complete spe- 
cialization. 


Let us take the case of production under increasing cost 
or decreasing returns As A produces more of rice ancTless of 
Itnen (on the basis of comparathe cost differences), marginal 
costs will rise in the foimer and fall in the latter. Similarly, 
B s cost will rise in the case of linen and fall in that of rice. This 
process may go on till a position of equal difference i n" cost i s 
reacneo, resulting in a simult3neous'~p75auction‘~6f botTTcom- 
modities in the two countries. Thus with increased production 
^ , t ? dc »., t , h ® •^antagesofjrade.will .shrink and the._rangc 
oi trade will be narrow cQown. But so long as differences in 
Slit £i ltl 2 U i’ tradc . , ' v i ill continue. “The division of labour 
. j ai P e ^ far ,<rss than under comparative cost 
since as it is extended, the comparath e disadvantage of a country' 
diminishes and finally disappears. But it is pro- 
fitable to carry it up to that point.” P 

Rice Linen 

Country A Rs. .833 Rs. 1.25 


Country B Rs.1.0 
Rice 


Rs. 


1. 1.25 "1 

l Cost per unit ; trade 
s. 1 .0 j as before. 


Linen 


Country A Rs. .9 

Country B R s . .95 

Rice 


Rs. 1.20 
Rs. 1 . 15 
Linen 


Production under in- 
l creasing cost. Range 
jj> of trade has narrow- 
r ed down. 


Country A Rs. .93 
Country B R». .93 


Rs. 1.17 
Rs. 1.17 


£ 


aual difference in cost. 
Both articles produ- 
ced simultaneously in 
both the countries. 
Up to this point trade 
is on thebasis of com- 
parative costs. 
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If, however, diminishing costs operate in one branch of 
production, and increasing costs in the other, the position be- 
comes somewhat unstable. The existence and range of trade 
will depend upon the relative strength of the fprces of diminish- 
ing and increasing costs. Thus, as shown below, if the export 
industry is under increasing costs and the import industry under 
decreasing costs, when the tendency to diminishing costs is 
stronger, the advanrage of trade will further extend. 



Rice 

Linen 


Country A 

Rs. .833 

Rs. 1.25 


Country B 

Rs. 1.0 

Re. 1.0 


Country A 

Country B 

Rs. .9 

Rs. 1.2 

Rs. 1.4 "1 

Rs. 1.3 j 

The tendency to dimi- 
nishing costs is stron- 
ger. 

Country A 

Country B 

Rs. 1.2 

Rs. 1.8 

'I 

Rs. 1.6 | 

V 

Rs. 1.5 J 

In spite of rise in the 
cost of export com- 
modities, trade will 
have the same direc- 
tion as before. 


But if .the force of increasing costs is stronger, the advantage 
>vi II _ gradually , dissappear, the commodities will be produced 
simultaneously in both the countries, and the extension of the 
exchange of goods will stop. To illustr ate ; 


Country A 

Rice 

Rs. .833 

Linen 

Rs. 1.25 

'l 

t 

The tendency to 

Country B 

Rs. 1.0 

Rs. 1 .0 

> 

> 

J 

increasing costs is 
stronger. 

Country A 

Rs. '95 

Rs. 1.26 

j 

Cost differences are 

Country B 

Rs. 1.1 

Rs. 1.2 

narrowing down. 

Country A 

Rs. 1.2 

Rs. 1.28 

1 

Position of equal 
differnce in costs. 

Country B 

Rs. 1.2 

Rs. 1.28 

» 

1 

Both countries pro- 
duce the two goods ; 




J 

no trade. 


It can similarly be shown, that if .export indusJxy_is__worJdng 
tludei' . decreasing costs and import industry Under. ^ increasing 
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costs, the same conclusions ns arrived above will hold good If 
the tendcncv to decreasing costs is stronger, trnde suit continue, 
if the opposite b“ the case, good> will pass out of Internationa 
trade 

Case I Rice Linen Rice Linen 

Country A Rs 833 Rs I 25 Rs 69 Rs 1 1 

Country BRslO RslO Rs 8 Rs 9 

Decreasing costs are a stronger force, hence the direction of 
trade is the same as before 


Case 2 Rice Linen Rice Linen 

Country A Rs 833 Rs 1 25 Rs 6 Rs 95 

Country B RslO RslO Rs 6 Rs95 

Increasing costs are the stronger factor After a time trade 
will end, since the cost differences have disappeared 

Conclusion The removal of assumptions does introduce^ 
certain modifications, but it does not invalidate 
thcprinciple of Comparativ e Costs The. essentials 
of the theory remain unassorted 


Factors Affectog gain from International Trade 


According to Taussig, the extent of a country’s gain from 
trade depends upon two factors first, the terms of inter nati onal 
exchange, or terms ofjrade, and second, the~e lfi6ie ncy of its 
l abour in producing .exported commodities 


By terms of trade is meant the ratio at w hich goods exchange 
° e ^ v (i cn t" 0 countries Taking the example of countries A 
and B , if the ratio of exchange - is 1 unit of rice for 1 unit 
oilmen, A gams 1/3 unit of linen, because in the absence 
of trade it gets onl) 2/3 unit of linen for 1 unit of 
rice (according to the rate of exchange between the two 
commodities in A) But at this ratio B does not gam at 
all and will not be tempted to engage m trade with A 
,» on t “ e o^r hand, the ratio is 1 umt of nee for 3/4 unit of 
lmen, B gains 1/4 unit of linen at every transaction For m 
S'**™* ° r lrad V t mmt 1 unit oflmen to procure I 
2? > no 'I !acrifi « “ less Any rate of ochange 

th,„ l , „ , I?? T m l T ‘ * a " 2 / 3 "f linen but lc« 

thin 1 unit of lmen writ confer a benefit on both the trwiu'S 
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partners. The nearer the rate is to 1 unit of rice ==2/3 unit of 
linen, the smaller is the gain to A and the larger the gain to B. 
Conversely, the closer the rate is to 1 unit of rice = 1 unit of linen, 
the greater is the gain to A and the smaller the gain to B. It 
is clear, then, that the terms of trade play an important part 
in allocating a share of the gain to two countries having trade 
relationships with each other. 

But, as hinted above, the terms„,of trade are constantly 
changing. What is the force responsible for variability in the 
terms of trade? J. S. Mill calls it ‘Reciprocal Demand 5 . It 
means the relative elasticities of demand of the two trading 
nations for the commodity of die other, or ‘die demands of the 
two countries for each other’s product in terms of their own 
product 5 . 

The rate of exchange between the two countries will be 1 
one at which equilibrium is established, or at which the value 
of a country’s' exports "is 'equal to die' value of its imports.'" 
The country with^ an Jnelasdc demand is prepared to give' 
more of ” its commodity for a ' certain amount of die other’s 
when a shortage in the supply occurs, (e.g. if A’s demand is 
inelastic," it will give more rice for a unit of cloth). The terms 
of trade will be unfavourable to A, and consequendy its gain 
from trade will be reduced. On the other hand, if a country’s 
demand is elastic, it will offer less of its goods to procure a 
certain amount of the other’s in similar circumstances; (if 
A’s demand is elastic, it will offer less rice for a unit of linen) . 
j Now , the terms of trade will become favourable to A, and the 
gain from trade wall be larger. To illustrate, suppose at the rate 
of exchange of 1 unit of rice for 5/6 unit of linen, exchange bet- 
ween AandB is in equilibrium, i.e., (imports just pay for exports). 
Let us say that for certain reasons, A’s demand for linen increases, 
but B’s demand for rice remains as before. A will be pre- 
pared to offer more attractive terms to B, i.e., more rice than 
before for the same amount of linen, in order to induce B 
to send more linen. Obviously, die greater intensity of A’s 
demand for B’s products will shift the terms of trade against 
it. But at the new rate, which is favourable to B, (say, 1 unit of 
rice for 3/4 unit of linen), B may buy much more if its demand 
is elastic, or it may buy just a little more if its demand is inelastic. 
In die former case the terms of trade will be less adverse to A 
than in the latter case. In the former case A’s gain will fall by 
a smaller amount than in the latter case; and converse for the 
increase in the gain to B. 

31 fe 
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Thus ‘Reciprocal Deman d’_ affects not only the terms of 
trade, but also the pain from trade. In the words of Taussig: 
“Tliat countrv Rims most from intemation.d tr^dc whose 
>\n jrts art in >u in d n 1 1 1 , and w uc'i itself Ins little dem *nd 
f« the thing* it t npj'-u, 1 1* , f r tne exports of other countries. 
That country gams letst which has the most insistent demand 
for the products of other countries,” 


The second factor determining a country’s gain from trade 
is us efficiency of labour in producing exported commodities. 
Efficiency of labour is responsible for the differences in the cost- 
ratios, between the tradirg countries. An increase in the effi- 
ciency, widens die differences in the comparative costs, and 
thereby widens the field in which profitable trade can be con- 
ducted b> the nations concerned. The greater the efficiency 
of a country’s vvorlers in iu export industries the more its ex- 
ports will be in demand Thus according to Taussig’s state- 
ment _ that country gains most from trade whose exports are 
most m demand", the gain from trade will be more. Moreover, 
in such a country, the general level of money income will -be 
higher. But more important is the fact that their real 
income will also be higher. For they will be able to procure 

S°^1ommX U J | 00<U hr Ac ' U '“S'* “«« 

* explanation the above it must be mentioned that 
another important factor determining gam from trade is the 
level of the money income of a country. Other things being 
S*ndv r Sencrai level of income is the outcome ofan effi- 

industry ; ‘ThccountryvvhoSdwnand 
SStl^eTn gsl^/T m °S C * b f mu V thc “unto- ''hose 

“Kv lv S demand m the othcr country A have 
ifaKw/ h gh monc y- w ages and money incomes.” For. 
a f flOTriffir ” § rc ? t dcmand outside, it will have 

high m ihe S evnortSn^ dC . ami U3gcs of t!,e "'orders will be 
m other industn pc cm ustT ^\ ^ l,s Mil set the tone for. wages 
to gravitate toward- ihp UI L d " competition, labourers will tend 
Jm Sri CXP ,° rt md V Str y, "here wages are high, 

equally attractive wages th f‘ r . willingness to pay 

whose exports are nofsn l-,™ i, 3p P os,tc "’l 1 bc true for a country 
before, there ls an TL?i f dy dcma hded. But, as mentioned 
level ofmonoyffiiml d ****** a high 

i me. u tias to p a y the same lor foreign 
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goods as any other jcountry (barring differences due to costs 
of transport). Internationally traded goods have the same 
pri ce everywhere . Naturally, an American with higher income 
wiH get moie satisfaction from such imports than an Indian 
with lower incomes. ‘The real gain from highei money incomes 
is*s5uured"ffom the lower prices of articles of import.’ 



CHAPTER XLVII 
COMMERCIAL POLICY 


By Commercial Policy or Trade Policy is meant all 
measures regulating the economic relations of a 
Through the history of international exchange two mam poh 
cies hare held the field These are Tree Trade and Protection 
Tree Trade 


Fvce Trade implies freedom of international exchange 
Under such a policy there arc no barriers to the movement Of 
goods from one nation to another, and exchange is allowed 
to take its natural course 

Protection Protection implies restriction of trade between 
nations, generally exercised to give shelter to some home 
industry when it is faced with foreign competition By keeping 
out partially or wholly the imports of commodities, an 
opportunity is provided for the growth and development of 
the home industry All measures of interv ention, no matter 
what their ultimate objective is, if they raise any artificial 
impediment to the normal course of international exchange, are 
rcierrrd to as protective measures 

In order to decide the relative merits of these two policies, 
there must be some criterion or standard of judgment The 
proper standard is the ‘maximization of the social product’ 
All economic actmt > aims at producing wealth for the satis- 
faction of human wants Obviously satisfaction will be high 
if the total product is high, 1 e , if the social product is at the 
maximum Thcrfore whichever policy promotes such maximi- 
zation must be deemed desirable / 

The cose for free trade The basis for free trade lies nl 
the dtvision of labour If we take a group of people, it wifi 
be seen that through division of labour and specialization each 
will produce that commodity for the making of which he is 
most fitted Exchange then takes place and confers benefits on 
all the participants No doubt, each one if he made the attempt 
might succeed through his own efforts m satisfying his wants, 
out the total product and consequently satisfaction would be 
l«s tnmi under specialization Hence, the greater the division 
of labour and special t?iti on the greater is the gam and 
economic prosperity 
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Apply this policy to nations and we have the justification 
for free trade. Because of natural and other facilities, each 
nation is suited for the production of some special commodity. 
When there is specialization, the labour and capital of a coun- 
try tend to move into those channels of industry where their 
contribution is maximum. Such territorial specialization 
brings gains to all concerned and maximises their social pro- 
duct when international and inter-regional trade is entered into 
with a free flow of goods. Any obstacle to the free movement 
curtails the possibilities of specialization and to that extent 
reduces the social product. “Therefore, since the income of 
any commodity or nation is large just in proportion to the ex- 
tent to which it specialises, the greatest possible freedom of 
trade is justified.” 

The arguments for free trade are based upon its advan- 
tages, and may be summarised as follows 

Free trade procures imports at cheap rates. The gain from 
this lies in an increase in the real income in terms of goods 
and services. Since the foreign country has natural advan- 
tages in producing the commodity we import, any attempt on 
our part to produce similar goods will involve unprofitable 
locking up of our productive resouces. “By trading we are thus 
enabled to free some portion of our productive resources for 
the satisfaction of other wants. As a result, our national in- 
come is larger by whatever these released resources produce.” 
It is said that this argument favours consumers at the cost of 
producers. But such is not the case. For under free trade, 
though consumers gain through low prices, producers also 
gain as the factors of production are directed towards that 
part of the economy where they can contribute and therefore 
earn most. Specialization, be it local or international, con- 
fers benefits on the consumer and the producer alike. 

Free trade makes difficult the establishment of harmful monopolies. 
When trade is unrestricted, healthy competition exists and there 
are few possibilities for the growth of monopolies. There is 
thus a ‘tendency towards the improvement of industrial tech- 
nique’, arising from an expansion of the area of competition. 

PROTECTION 

Methods of giving Protection. In the present era, protection 
is a regular feature of the commercial policy of all countries. 
Various methods have been tried, depending upon the object 
in view and the needs of the time. In general, protection may 
be given in any of the undermentioned ways. 
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Tarijjis or imparls duties. These duties are charged on goods 
which are a mat to similarly produced home articles. They cause 
a rise m the prices of these goods. This gh es the home producer 
a better chance to compete with the outsider. If tire duty 
is very high, the price rises so high that the commodity finds 
no market in the taxing country. In that case home production 
can flourish unhampered. 


Bounties. Refers to the grant of monetary help by a govern- 
ment to a struggling home industry to enable it to face foreign 
competition successfully and stand on its feet in due course of 
time A new industry has high costs of production, and there- 
fore, charges high prices for its output If some foreign producer 
is able to sell at a lower price, he can be met on equal terms 
only if the cost of production of the home producer is lowered 
Through the grant of a bounty, government meets a certain 
portion of the cost and facilitates the growth of the internal 
industry Such assistance was given to the famous Tata Iron 
& Steel concern during the davs of its inception and growth. 

Quotas. This involves quantitative restriction of imports 
A limit is placed upon the amour t of foreign goods that arc 
allowed into the home market As soon as this limit is reached, 
imports are terminated. Under a quota system, the home 
producers know how much will come from outside. They are, 
therefore, free to produce enough to meet the home demand. 


J" a "j !' By rnu,ual agreement, two nations 
r d r V; ad ' facUi,ies 10 ' a >* other. This generallv 
form °^ tl " , Mos ' rav °ured Nation Clause. Whateser 
matimll. ar . C V 1 either nation to a third nation are auto- 
Snee oVw f 5 -" 1 Ih ' othEr eontracting partner. The 
prevail* ?? d ' ” “’"sequent), widened when such treaties 
E ^ *' shape ofa bilateral trade agree- 

Seh a ™.. •°e" a,ic ' C! dKid ' ,0 relate their Sade 

tnrough a mutually satisfactory agreement 

foreiStSLT'™' rate of exchange and the amount of 
men^ of whiclf the m ’ depend . u P° ! ? our Balance of Pay- 
goods and sendees In 1 1 *?P° rtant . ,tei ? ,s «Pprt and import of 
supervision of °j der njaintain a desired rate, rigorous 

cess™. &cE”°ref,^ dea,!d f ° rriEn J»J”e"<* betimes 

of the moitetarvamlirwol. 13 “.'JT.^’enive weapon inthebands 
trade and its direction ™?' j nd Meditates t; ’ ic planning of foreign 
warshavelvimSS , . "'a “ IIcd ch . a ™els. The last twoworld 
control mechanism. lS? FrCgrrSSmtllee * c!e,lcJ ' of <=ehange 
mecnamsm. Clearing agreements and Exchange Equa- 
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lisation Fund are devices of furthering a policy of exchange 
control. Inasmuch as measures of exchange control can be 
utilised for diverting production into desired channels, they are 
protective, in character. 

Exchange depreciation. Under this system, the value of a 
currency in terms of another is purposely lowered so as to encou- 
rage exports and discourage imports. When there is such a 
fall in the value of a currency, the goods of that country become 
cheaper to foreign purchasers. Demand for such goods is artifi- 
cially stimulated, and the exports increase. On the other hand, 
a fall in the value of a currency in terms of another means that 
foreign goods become expensive for the depreciating nation. Im- 
ports are automatically reduced. Thus in the new set-up, the 
home industries can step up production to meet the additional 
demand. The effects of depreciation are, therefore, precisely 
the same as those of protection. 

Arguments for protection. Protection is an established creed 
of modern commercial policy. Good or bad it has come to 
stay. But whether it is a healthy policy, leading to an economic 
millenium or a policy fraught with hidden dangers remains to 
be examined. The champions of protection are often swayed 
by a prejudicial outlook, rather than guided by a detached, 
scientific perspective. “Indeed, some arguments which are 
scientifically quite untenable and which can be refuted in a few 
sentences have the greatest influence in practice, in parliament, 
and in the discussion of the subject by interested parties and 
the press.” 

Undoubtedly, some arguments for protection appear valid 
and convincing if judged from the standpoint of national de- 
fence, or the maintenance of a particular group or tradition. But 
our standard of judgement is 'maximisation of the social product’. 
Any argument on commercial policy stands or falls according 
as it increases the social product or lowers it. 

The pauper-labour argument. The advocates of this argu- 
ment assume that a country with lugh money wages will be 
undersold by a low wage country. Therefore, protection is justi- 
fied on the -ground that it keeps out goods made in low wage 
countries, and eliminates injurious competition from that source. 
This, it is claimed, helps in maintaining high wages and a high 
standard of living in the protected country. 

Criticisms. This argument is not always applicable. For 
in most cases high wages are paid because labour is. more 
efficient, i.e, its marginal productivity is greater. ’Hence if' the 
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productivity or effectiveness of labour is proportionate! y greater 
in the high wage countrv, ns conspired to the low wage country, 
it suffers no handicnps 


Had the pauper labour argument been correct , the low 
wage nations of Asia and Africa should ha\e swept their econo- 
mically advanced western competitors of America and Europe 
from the world market High wage countries like USA, 
and Britain would stand no chance in markets of the orient 
But facts prove otherwise These highly industrialised nations 
of tie west continue to dominate world trade in spite of the 
comparatively i igher wages paid Tins is so because the effi 
ciencv of their labour is in keeping with the high wages Such 
ind istnes rtqure no protection they merit then" domination 


In all industries enjoying comparative cost advantage luefc 
wages can be paid and lew prices charged, still leaving a margin 
of profit for the producer It isonl\ in industries which do not 
possess this advantage that high wages cannot be maintained 
without adequate protection Such industries, wlio'e very ex* 
tencc depends on duties arc tl e most clamourous in pubhemne 
the pauper labour argument On the basis of our criterion 
ot maximum social product, these industries are a burden to the 
Fact °? production locked up in these could be 
profitably mobilised for use m blanches of production where the 
comparative cost advantages Obviously then, if 
“1™ ,U PP°« II" artificial high "an" 
^ " nia ' I" justified from some other 

pr^ctXch^our aad' 1 ^ 0 ' of ““l”»'"8 

restrilu According lo this, protection 

a home market f™ 11 ? 1 lf,nie induslna and thereby creates 

&omTfoml' t iS lr ' nd ' g ' n T ,,rDducl! ]f «= do "O' W 

aioragn supplier, «c will, naturally buy at home 

imports* 1 wd] rcm einbrred that curtailment of 

eqSl amount rohlCC “ I>0r , U V an approximate!) 

is a loss to the exmS f a ,l U ,c lni P ort industry, dierc 
to the export liKbetV^l ‘udustry Tile loss of foreign market 
that extent adverselt^afr 't Tl 611 ' u " eni P'oymcnt there and to 
tectmg nation Moremer in' Prosperity of the pro- 

ts a serious matter as o « the stoppage of export industries 
advantages of romnar-o S ln , lat sphere that our nation has 
lion To dttewS^' ““!? a3d therefore of specials 
industry involves^at at 'he cost of the export 

oto at least for some time an uneconomic illo- 
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cation of productive resources;, and a corresponding fall in 
the social product. 

As Taussig says, “To cut off imports means to cut off ex- 
ports also ; it means simply the substitution of exchange within 
the country for exchange between countries.” This type of 
exchange will impose a greater burden upon the consumers, 
because the home made goods (not having comparative cost 
advantage) will cost more than the previously imported similar 
imports. 

Argument for keeping money at home. This argument reflects 
a rabid mercantilist outlook. Its supporters claim the sym- 
pathy of no less a person than Abraham Lincoln, who is alleged 
to have said “I do not know much about the tariff, but I know 
this much, when we buy manufactured goods abroad we get 
the goods and the foreigner gets the money. When we buy 
the manufactured goods at home we get both the goods and tire 
money.” 

Criticism. As. Beveridge caustically remarks, “The only sen- 
sible words in it are the first eight words.” In foreign trade 
goods exchange for goods, money is only a medium which 
facilitates such transfer. If money is kept 'within the geo gra- 
phical boundaries of a country and imports are prohibited, the 
consumers have to pay much more for the expensive home made 
articles. Their real satisfaction would be greater if cheaper 
foreign products were allowed entry. Money, after all, is the 
means to an end and not an end in itself. The emphasis should 
be on maximum satisfaction rather than on maximum money 
inflow. To accept the above argument is to deny the advantages 
of international division of labour. 

Purchasing power argument, and the argument for all round pro- 
tection. Agriculture explains to industry that protection to 
agriculture would be advantageous for industries because through 
protection agriculture would have more income or purchasing 
power which could be spent on the products of home industries. 
Similarly industry appeals to agriculture to support industrial 
protection. ‘The parties who would gain by duties try to 
make their wishes palatable to others’. Taken to its logical 
conclusion, such mutual assistance would result in an all round 
protection. 

Criticism. The more encircling a tarriff, the less is the gain 
to the protected industry. ‘For all members of that industry 
must now pay more dearly for all other imported goods and 
thus in their capacity as consumers they lose part of their gain 
as producers’. 
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Further import industries gam at the cost of export in 
dustnes The more encircling is tic tariff stall the more iso- 
lated is the protecting country It foregoes the berefits of 
international division of labour Alorgs dc of tins a less pro- 
fitable use is made of the factor* of production To quote El's 
worth Land, labour and capital which would 1 ave been devoted 
to producing exports with which to procure the article gTcntrd 
protection would now be transferred to the protected irdu 
tries That their productivitv is lower in thc*c lines is proved 
b> the vcr> fact that protection is necessary * 

Equalisation of costs argument This is often referred to at 
the scientific solution of the tariff problem On the lace of 
it motives of justice and fair play appear to provide the mspi 
ration for tins argument It says, let us equalise the cost of 
production of the home and foreign producers and after tl at 
let the best man win 


Criticisms Were tins idea to be translated into practice 
it would uproot the very basis or mtematieral trade Trade 
^ST ,Cd T bccau ! c °f differences in costsfrc ult ng frem car 
parative advantage) Tl c removal of cost differences will brirg 
dowai the whole fabnc of trade between nations In the words 
Such a P? b ,c> if conMstentlj followed, mc.rs 
rad?T,v ,u' ,pinq ° Ut ° fa11 tbc ^vantages from mtcrnafioral 
%' V,P ! ng ° Ut °£ ,n <'rnat!cnal trade altogether 
romiE? ° f a courtr > m Producing a giur 

commoditv the more labour must be given to Drocucirc it 
and the higher will be the expenses of the cmplSvxr " Tim 
policy puts a premium on inefficiency P > 

f eta !} alwn an d bargaining Protection is 
another count^m/ 6 f° r bnn S in S ernng nations to booh. If 
SrSS to *T t r r J 00ds ’ ' VC W It bach in the same 
tK,.nl satisfaction m su^“a n ff trar' ps>dl ° ,0 £ lcal and ™ a 

gnes C 'aS ta „^Xl !t ” ran b ' ««« that free trade 
■t The nation' ulmuT ° r " ot al countries are practising 
ternational specialisation***!? 3m P OT{s forego the gains of m 
■< tantamount V ,nm ' lte ,he,r ™desiiab!c action 

condenses the free S ™ ‘° : S P»' °neS face Beveridge 

good harbours Sell! ,1 “W- 3f one country las 
the advantages of its vnrA v,-, ba d ones it will not ieali«e 

good ones So ButS u “ ,ral1 "St had 

bo better off Ann if,, too, sank ^TSsSSSS’- “ 
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Infant industries argument . Surprisingly enough this argument 
has been put forward by recognised free traders. As a matter 
of fact this is the one really serious argument for protection. 
The chief proponents were first Alexander Hamilton (U. S. A.), 
List (Germany) andj. S. Mill (England). According to them, 
there may be natural advantages in a country, favouring the 
growth of a particular industry, but in face of competition from 
strongly entrenched foreign industires, these potential enter- 
prises fail to spring up. Therefore, it is suggested, that in the 
initial stages of their growth when they are comparable to in- 
fants, the state must arrange for proper protection and nurture 
die growing infant till it^ reaches full and healthy maturity. 
Protection must, however, be temporary. It must extend for 
a period long enough to assist the new' industry to tide over the 
pangs of genesis and early growth. “At the outset the domestic 
producer has difficulties and cannot meet foreign competition. 
In the end he learns how to produce to best advantage and 
then can bring the article to market as cheaply as die foreigner, 
even more cheaply.” (Taussig). 

Criticism. As stated before, this argument is advanced by 
free traders. Its theoretical validity cannot be disputed. But 
the danger of such protection is two-fold. The fiist is due 
to the difficulty of deciding what particular industry can rightly 
be termed infant. And then, once protection is given and an 
industry develops in die sheltered econcmv, the lealization 
that it is not an infant (i.e. it does not have the requisite natural 
advantages) cannot easily lead to the w'itlidrawl of protection. 
If at all such withdrawal is made, it is bound to bring in its W'ake 
economic dislocation and untold suffering— at least in the 
short period. That is why once an industry is protected, even 
if it is found unsound, vested interests are created who fight 
tooth and nail, any proposals for eliminating protection. 

Secondly, experience has taught us the truth of the saying, 
once an infant always an infant. Protected industries tend to 
become supine and depend more and more upon state support, 
so that their existence, far from maximising social product, 
reduces the sum of national welfare. ‘Even when the infant 
becomes a powerful giant he is unwilling to relinquish his 
teething ring 5 . 

Protection to safeguard against dangers of specialised industries . 
The policy of keeping all one’s egg’s in the same basket is fraught 
with numerous dangers. For in a period of economic depression, 
or a war, the national economy W'ould receive a serious set 
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In India die infant industry argument assumes a far greater 
importance than elsewhere. That is why, selective or dis- 
criminating protection is suggested without violating any canons 
of free-trade, as a remedy for certain economic ills. 

Our economic and political background is one of foreign 
domination by a highly industrialised and commercial nation. 
On many an occasion, die commercial interests of India were 
subordinated to diat of the foreign ruler, widi die result diat 
our commercial and economic policy had perforce to toe die 
line of die alien master. In the light of this it is not surprising 
that Indian industries have been deprived of opportunities 
for healthy growdi ; Indian agriculture has continued in die 
age long rut of eking out a bare living for the tillers of the soil ; 
and Indian cottage industries have succumbed in face of com- 
petition from foreign manufactures. The net result is a fail 
in our social product. 

None can deny India’s possession of rich natural resources. 
Our country is rich in raw material, in sources of power and 
in human resources. It has immense possibilities of industrial 
growth and expansion. Faced as we are with competition 
from experienced, advanced and strongly entrenched foreign 
producers, the only way to develop our industrial potential 
is to shelter it during its infancy and early growdi. Such a 
protective policy will raise die national income. (A study of 
discriminating protection in India proves beyond doubt die 
possibilities of rapid growdi under favourable conditions.) 

It is not for a moment suggested that all round protection 
should be given, nor is it suggested diat any.industry should be 
termed an infant just to merit state help. Radier, diere should 
be thorough investigation and careful selection of industries 
which appear to have a bright future, and then only should 
they be nursed dirough a protective policy, till diey reach their 
full stature. Oncediis position of stability is reached, protection 
should be withdrawn. As an instance reference may be made 
to the Tata Iron and Steel Works, which could not have grown 
to its present strength without adequate protection. But now, 
it is strong enough in certain branches and has ceased to receive 
state help in those particular fields. 

Then again, India’s being an agricultural country means 
that its economic development cannot be brought about at 
die desired speed unless proper protection is given to a number 
of productive enterprises. In the words of Pigou : “ The case 
for protection with a view to building up productive power 
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is strong m any agricultural country which seems to possess 
natural advantages for manufactures In such a country the 
lmn Jute Ioj arising from tnc check to the exchange of native 
proJucc for foreign manufactures may well be outweighed b) 
the ga n from the greater rapidity with which the home manu 
factunng power is developed The crutches’ to teach the new 
manufacturers to walk, as Colbert called protective duties, may 
teach them this so much earlier than they would have learnea 
it if left to themselves, that the cost of the crutches is more 
than repaid 


Finally, protection may be advocated not from the point 
of view of maximum social product, but from that of practical 
politics In a world tom with strife and power politics, no 
nation can neglect its defence This automatically irapha 
the growth of virile nationalism leading to attempts towards 
economic self sufficiency India has to retain her newlr 
achieved independence It must, therefore, have a strong 
defence and a diversification of its industries The ideal state 
ot atlairs would be that in which there were no tension between 
one nation and another, and the channels of international trade 
and commerce were thrown open to all But so long as samt) 
docs not prevail m international relations, and man rushes from 
In conflagration to another, each nation will have to 
> ? Wn inte , rest3 > foregoing wealth and welfare that 
could have otherwise been possible. 


Meanirg 


Imperial Preference 

MUonT&dbyTram^n 1 ?™ 3110 ^. ? fa Er0Up ? f !evt i 

the roods of y J\ common tie. each showing preference f 
that 5 erouD ^ij 3 * a 3 a, , nst the goods of nations outs« 

fctL7bv P n atS , h r ‘, Ca Iy ! P' ak,n S tenn denotes a groi 
ticTlowtt ? longing to the Brmsh Empire In pro 
non members * re char S ed from members and higher fro 


non members 

Britain 'was kced* 'with* , dccade of the 19t h century, Gl 
other European r W com P c , tltlon from product 

the actual anH nml f , , m marketa A lame part 

Canada, Australian rTxf 1 2 ar | cet3 J 0 f A sia and Africa, as i 
British political and Zea land was under the sphere 
dominance British trade^f.™* 1 To maintain si 

Imperial Preference , policy veered towards the scheme 
nations belonging to thJerap 151 ^ 1115 tlCS °f t* -3 ^ betw 


COMMERCIAL POLICY 


495 


Imperial Preference can be successful provided certain 
basic conditions are present. First, all the parties concerned 
must have, some possibility of give and take, and secondly, the 
entire area over which Imperial Preference is enforced must 
be, on the whole a net importer from abroad. For if it is a 
net exporter the non-member countries may take recourse to 
retaliatory measures and cause a loss to the whole group. 

On the whole, a policy of Imperial Preference is less 
injurious than tariffs. The latter consists of an increase in 
duty and restricts the scope of trade. But Imperial Preference, 
though it restricts trade between one area as against the 
rest of the world, makes possible conditions of free trade 
within that area. It is a step leading to greater freedom of 
trade provided the area in question is large. 

A serious drawback, arises, however, -when we compare 
the gain to manufacturing and agricultural countries. The 
Fiscal Commission of India 1921, remarked : “Manufactures 
nearly always met with competition in the foreign markets, 
and, therefore, a preference on manufactures is nearly always of 
value. The position in regard to raw materials is different. 
In the first place they are usually admitted free into foreign 
markets, so that the possibility of a preference does not arise ; 
in the second place it is an obvious fact that to a large extent they 
find their markets ready made, whereas the market for manu- 
factures has to be developed and carefully nursed. With com- 
paratively small degree of competition to meet, it is clear that 
raw materials stand very much less in need of preference than 
do manufactures, and that the gain to them by preference is 
likely to be correspondingly smaller. With regard to foodstuffs, 
the general tendency in most countries is to admit them free 
and the possibilities of preference are limited.” Add to this 
the difficulty of administration, often resulting in chaotic com- 
mercial conditions, and the ever present danger of political 
bickerings and trade retaliation by countries outside the golden 
circle. 

India and Imperial Preference, Despite the majority report 
of the 1921 Fiscal Commission which considered Imperial Pre- 
ference injurious to India, we were asked to join the scheme 
on the grounds of ‘loyalty to the empire’. It was strongly 
held, however, that certain principles should govern the trade 
pacts with empire nations. First, that there should be no 
grant of preference on any article wdthout the approval of the 
legislature. Previous to the legislative decision, the Tariff Board 
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should examine the proposals Secondly, no preference should 
be giv en so as to diminish the protection required by industries 
And finally that the balance of gain and loss should not he 
unfavourable to India Thus ‘preference with protection’ was 
foisted on India through a number of trade treaties ranging 
from 1927 — 32 — 35 — & to 39 The best known of these is the 
famous Ottawa Pact of 1932. 


A PQ5t_mo itcin of Imperial Preference m India shows 
that any gain we may have had is negligible There are man} 
facts to prove this fust, India’s exports have for the large 
part consisted of raw materials and food stufis, which require 
no preference. Moreover, as similar raw materials and food 
stufis are produced by other empire countries also, we had to 
Tace a stiff competition within the imperial structure Secpndl)* 
the only market for Indian manufactured coarse quality goods 
was outside the empire Thirdly, India has been a backward 
agricultural country, whose dire need is industrial growth and 
expansion The policy of Discriminating Protection can sue 
cced, it foreign competition is held in check no matter wba. 
its source But so long as we grve preference to manufactured 
goods, the object of protection is defeated “If India is tci 
develop her industries rapidly and with minimum burden 
upon the consumers it is essential that the protection should 
™,imrv q Hr tC a S“'rat all competitive import s, ^respective <4 
i<3\ Smf, ,t S “V The acc 'P ,cd P«1 k> of Imperial Trcrcimcv 
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liquidation of the British empire. With the independence 
of India Britain has lost her Asiatic sphere of influence. 
And yet for some Commonwealth countries there may be a 
voluntary inclination towards imperial preference if there 
are no back door tactics and a same liquidation is allowed to 
their sterling balances. 

Discriminating Protection 

The Indian Fiscal Commission 1921, appointed as a result 
of strong public sentiment in favour of protection, decided in 
favour of a policy of c Discriminating Protection ’ for India. 

When a certain industry, or a number of industries, which 
have possibilities of development, but have not shown appre- 
ciable progress because of foreign competition, are selected 
and given protection, the process is referred to as one of dis- 
criminating protection. This implies that protection is not 
general or haphazard, but is given only to deserving and pro- 
mising industries. 

As to how a promising industry is to be selected, the Com- 
mission laid down three conditions which must be satisfied, 
before protection was granted to an industry. 

1. “ The industry must be one possessing natural advantages, 

such as an abundant supply of raw materials, cheap 
power, a sufficient supply of labour, or a large home 
market.” 

2. “ The industry must be one, which without the help of 

protection either is not likely to develop at all or is 
not likely to develop so rapidly as is desirable in the 
interests of the country.” 

3. “ The industry must be one which will eventually be 

able to face world competition without protection.” 

A Tarriff Board of three members was appointed to examine 
the claims of an applicant, and if satisfied as to the genuineness 
of the appeal, to recommend to the government proper measures 
of protection. 

It must be said in favour of discriminating protection 
that it has brought about the rapid growth of some of the major 
industries of India. The Iron and Steel industry, which was 
the first one to be protected, has grown to healthy maturity, 
and is now able to face world competition without any help 
from the state. There has also been rapid development of the 
32 fe 
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Sugar industry, the Paper industry, the Match industry and the 
Cotton Textile industry. Some of these — noticeably the Sugar 
industry —ate able to meet practically all of our intenial demand. 
Subsequent to the appointment of the netv aa-hoc Tariff Board 
in 194-5, more industries have sought and been granted pro- 
tection. > * 

There are two important criticisms against the policy. 
First is the rigidity of conditions, which hampers rapid industrial 
development. Instances are not lacking where the conditions 
for protection were interpreted in a very narrow and rigid 
manner, as a result of which certain ‘deserving industries were 
deprived of state-assistance. An industry may not be favourably 
placed with regard to all the natural advantages, i-e., raw material, 
power, labour and market. But it should be remembered that 
some of these facilities arise automatically on the growth ot 
that industry — particularly those referring to labour and market. 
To insist upon the presence of all these advantages at the very 
outset may often be unfair and lead to a short sighted policy. 
Thus the Glass industry was refused protection in 1928, as Soda- 
ash forming only 25% of the raw material was not available 
in India. Later in 1932, in spite of favourable recommenda- 
tion by the Tariff Board, the government shelved the report 
and rejected the appeal. Similarly, the electric wire and cable 
industry, had all the facilities except the availability of raw 
material (which was imported), but it was not considered good 
enough for protection. Worse was the plight of the Magnesium 
Chloride industry, which sought protection in . 1925, -against 
a ruthless German monopoly, but was refused on,the ground 
that the industry can exist without protection. ‘‘The/ fears 
of the Minority Report of the Tiscal Commission that these 
conditions are stringent and that they will delay the industrial 
development of the country, have come true". The growth 
of the Textile industry in Japan and Lancashire, and of the 
Jute industry in Dundee, show that even when all natural ad- 
vantages are not present, protection granted on the .basis of 
a lew favourable factors, can prove very successful. It is, 
therefore, necessary that when applied to a backward country, 
the rules should be more sympathetically and liberally inter- 
preted. , 

The second f drawback is that - the Tariff Board has often 
proved ineffective and suffers from all the disadvantages of an 
ad hoc body. Its findings have’ sometimes been arbitrarily 
rejected. Under a policy of discriminating “protection so much 
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devolves upon the strength and ability of the Board that any 
weakness in it is sure to have adverse effects on the whole system. 

But these are not so much the defects of the system as of 
its application. As such there is every hope that an improve- 
ment in the method of application will rectfiy past mistakes. 
Taken by itself, the policy of discriminating protection is more 
sound and sensible than one of general protection. As a back- 
ward agricultural nation, India must protect its infant indus- 
tries. The best results are likely to be achieved under a sensible 
and balanced policy of discriminating protection. 

The Indian Tariff Board. The Indian Fiscal Commission 
1921, favoured a policy of discriminating protection, and sug- 
gested that the work should be done through a Tariff Board 
(of 3 members nominated by the government), which will 
examine the need for protection to an industry and will make 
the necessary recommendations to the government. The Com- 
mission were of the opinion that the Board should be a perma- 
nent body and enjoy wide powers. But the first Tariff Board 
replaced by the new one appointed in 1945, is an ad hoc organi- 
sation. The new Tariff Board was specially|entrusted with the 
task of formulating a tariff policy in relation to India’s post 
war needs and 'to enquire into claims of protection or assis- 
tance" from industries started or developed during wartime.’ 

Critical estimate . Though the Tariff Board has functioned 
creditably in many ways, it is open to criticism on several grounds. 

First and foremost is the fact of its being an ad hoc body, 
so that it suffers from the shortcomings inherent in any tem- 
porary organisation. Members of the Board, being uncertain- 
of their future, may try to please the government so as to con- 
solidate their own position. 'Impartial outlook under , these 
conditions is a mere illusion.’ It is also difficult to get really 
competent people on a temporary body. Further, only if mem- 
bers are permanent and not likely to join any business house 
after retirement, will they enjoy the confidence of industrialists 
and businessmen from whom information is likely to be sought. 
The transitory status of the Board is not conducive to confid- 
ence. This difficulty of ensuring secrecy (so essential for getting 
correct information) results in confidential information being 
sometimes refused or if given, being unreliable. 

It is, therefore, essential that the Board should be a per- 
manent body 'so as to ensure consistency and continuity of 
policy. ’ Th-wi alone can it command technical knowledge, 
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and take an impartial view while making recommendations 
resulting in a growth of a stable policy, pubhc confidence, and 
of investment 

The second defect has been the limited powers enjoyed 
b\ the Board It functions m a purely advisory capacity and 
its recommendations are not binding on the government Often 
it investigates only such applications as are forwarded b> the 
government There is then duplication of work and if the scope 
of investigation is limited the recommendations based on it will 
also be limited A serious defect is that the Board has no 
powers of eliciting information Consequent!), recommendations 
are in danger of being based on inaccurate data or second hand 
information What is needed is, that greater initiative in inves- 
tigation should rest with the Board 

Lastly in spite of the Fiscal Commission’s emphasis on the 
need of pubhcit), the Tariff Board has not lived up to it The go- 
vernment should publish reports immediately, whether it agrees 
with the Board s view or not Such prompt publicity raises public 
confidence Unfortunately, it has been otherwise Reports were 
allowed to become obsolete, and sometimes it was years before 
they were published Apart from other evils, this is a waste of 
public funds It is however, encouraging to note that the new 
Tariff Board has shown some improvement in this direction 

And yet, it is not quite fair to criticise the working of the 
Indian Tariff Board, bound as it was to the chariot wheels of 
alien rule and economic policy The new Board is given wider 
powers and has more scope for work Now that the whole 
political set up is changed and India is the mistress of her own 
destiny one may anticipate greater co-operation between the 
government and die Board and a change in its general attitude 
and working 



CHAPTER XLVIII 
EXCHANGE CONTROL 


The modern era is one of planned economies. It has 
witnessed the extension of state interference in numerous branches 
of economic activity. When government interference with the 
free play of economic forces enters the foreign exchange market, 
it is called exchange control. 

Exchange control refers to all methods of intervention, 
direct and indirect, undertaken by the monetary authority to 
influence exchange rates, or the dealings therein. 

Objects of exchange control. The chief object of exchange 
control is to neutralise the effects of abnormal movements of funds 
(to or from the national currency), on a nation’s currency and 
economy. Such movements are initiated by speculative acti- 
vities, economic depression, and sometimes political uncer- 
tainty. Liquid balances flow rapidly from one money market 
to another, causing marked changes in the supply of and demand 
for some currency , and thereby in its value in terms of other 
currencies. The country so effected is faced with disturbances 
in its economy, to safeguard against which it may take recourse 
to exchange control. 

Another objective of exchange control is to adjust fluctua- 
tions in the balance of trade. The presence of trade barriers 
and other protectionist devices makes automatic adjustment 
in the balance of trade impossible. Stronger and more direct 
action like rationing of currency to importers and blocking of 
foreign payments is necessary to correct maladjustment in the 
trade balance. 

Sometimes exchange control may be a purely defensive 
action designed to counter tire ill effects , on a country’s economy, 
of restrictive measures of others countries. The remark that 
• exchange control is contagious originates from such tendencies. 

Therefore tire raison d'etre of exchange control is the desire 
to have a different rate of exchange from what would exist in a 
free market. This may take one of three shapes. 

Over-valuation of currency, i.e. maintenance of a rate 
higher than would exist in a free market. It leads to in- 
creasing imports and in the long run damages national economic 
welfare ; it may precipitate a depression. 
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Under-valuation of currency, or a rate lower than in the 
fiee market. An under-valued* currency is a depreciated 
currency. It leads to exports It helps a country to reduce 
the shocks of a depression b> letting her keep her internal 
prices high in the face of a depression. 

Avoidance of fluctuations, i.e. maintenance of a rate equal 
to Ui.it which would exist under conditions of long period 
equilibrium between the demand for and supply of that currency. 

The attempt to avoid fluctuations in exchange rates ard 
maintain them at an equilibrium level, necessitates over- 
valuation at one time and under- valuation at others. It ha 
been tried in practice, and has had limited success. 

To the extent to which it is successful, it ensures stability 
m the monev and exchange markets, and thence in the economy 


Methods of exchange control To make exchange manage- 
ment successful, the monetarv authority' must influence the 
supply of and the demand for currencies in the desired direction. 
This may be done by using direct methods or bv taking recourse 
to indirect methods Indirect methods, by their very nature, 
have a limited field of operation and limited success. 

Indirect methods. Prominent among these are first, tariffs 
or import duties, and secondly, the rate of interest. Tariffs 
reduce imports, and lower the supply of home currency and the 
demand Tor foreign currency. The less a country purchases 
from others, the smaller will be the payments it has to make. 
Other things remaining the same, there will be a rise in the value 
of the currency of the tarifTimposing country. But if all nations 
use tariffs to the same extent, there will be no alteration in the 
relative values of any of their currencies. If the duties are 
levied on exports, there is a fall in the demand for home currency, 
resulting m its under-valuation IF a bounty is given to exports, 
more goods arc sent abroad, there is greater demand for the 
currency and consequently- a rise in its value. The second factor, 
that ot interest rates, exercises an influence on the inflow and 
ou ow ot funds A high rate attracts funds and investments, 
earning an increase in the demand for and therefore, in the value 
° \ c r u ? en f> Conversely, a low rate of interest leads to an 

exoaus ot tunds, and results in a fall in the value of the currency 

oi uiat country 

But these indirect methods have a limited field of operation 
and during a period of crisis or abnormal economy their effects 


*Sce the Chapter on foreign exchange. 
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may be negligible, or may take too long a time’ to be visible. At 
such critical junctures only strong direct methods' bear fruit. 

Direct methods. There have been two direct methods .used 
for purposes of exchanges control. The first is intervention, 
which implies that the government enters the .exchange market 
as an active agent to influence supply and demand. The second 
is restriction , which refers to the official obstruction to 
the forces of demand and supply from entering the exchange 
market. The former consists of official exchange operations 
in the desired directions and increases transactions in tire exchange 
market. The latter consists of the prevention of private exchange 
operations in an undesirable direction, and as such restricts 
transactions. 

Intervention. “By intervention is meant foreign exchange 
operations undertaken by the monetary authorities with the 
object of influencing the exchange rates in desired directions.’ ’ 

Intervention is used for bringing about over-valuation, under- 
valuation or to maintain a non-fluctuating equilibrium rate. In 
the last case, the currency has to be raised in value or lowered in' 
value according to tire exigencies of the moment. To be successful , 
in a policy of intervention the monetary authority must be in 
possession of adequate stocks of both home and foreign currencies, 
or gold which may be convertible into currencies. If tire aim 
is over-valuation, the rate is said to be ‘pegged’, i.e, fixed at a 
higher level than what would prevail in a free market. ‘Pegging’ 
becomes necessary when the existing rate is lower than desired, 
i.e, when the demand for that currency is less than the supply. 
Hence ‘pegging’ involves a pushing up of demand* and a restric- 
tion of supply. In order to do so a country needs large stocks 
of foreign currency and gold, so that as soon as the value of its 
currency falls below tire ‘pegged’ rate, it may sell foreign currency 
and gold in exchange for its own currency and thereby create an 
artificial demand for its currency and keep up its value. Conver- 
sely, when under-valuation is tire objective tire currency is said 
to be ‘pegged down’ i. e. its value is deliberately depressed and 
kept below tire level which would prevail in a free market. The 
desire for under- valuation or ‘pegging down’ shows that in the free 
market the demand for that currency is stronger thari its supply, 
‘Pegging down’ therefore, involves a watering down of demand 
through an artificial stimulation to supply. This will necessitate 
large stocks of gold and a nation’s own currency, which will be 
rushed into tire market at the crucial moment and be utilised for 
purchasingToreign moneys. ' f - ! - 
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Thus whatever be the objective of intervention, its success 
depends on the po<session of adequate resources in terms of gold, 
foreign currency and ones own currency. Generally speaking, 
‘pegging down’ is easier than ‘pegging*, as it depends on the 
possession of home currency, and it is easier for a monetary 
authority to lay its hands on or to requisition, if necessary, stocks 
of its own currency rather than of a foreign currency. 

The exchange equalisation account. It was started by Britain 
in 1932, and later introduced by America, France and Swit- 
zerland It provides the best known example of intervention in 
practice A brief study of one of these accounts is, there- 
fore, undertaken here. 


Exchange equalisation account of Britain. When England 
went off the gold standard in 1931, there was danger of abnormal 
fluctuations in the value of the Pound, through intermittent 
influx and efflux of ‘hot money'* (money offered for conversion 
now into one currency, now into another) Fluctuations ofsuch 
nature were bound to have adverse effects on the internal economy 
of England. To neutralise the unhealthy effects of such move- 
ments on the normal rate of exchange, a fund was created in 
1932, and called the Exchange Equalisation Account. 

The function of this fund is to accumulate sufficient liquid 
resources (gold, foreign exchange and home currency) in order 
to meet any financial contingency. Its objective is not to inter- 
fere with, or manipulate artificially the normal long term trends, 
but only to control temporary’ deviations from the normal rate. 
In other words , if a rise ora fall in the value of the Pound reflects 
the real state of economic affairs, the rate so determined is nor- 
mal, and the Exchange Equalisation Account will not use its 
resources to bring about an alteration in such a rate. 

, . Control of the Account is vested in the British Treasury’, for 
which the Bank of England acts as agent To start the Account, 
Pounds were borrowed from the British public, and a stock of 
tome currency was built up. But adequate stocks of home 
currency provided resources only for increasing the supply of 
rounds in the market, i.e. it gave powers to the Account to keep 
e value of the Pound down to desired levels. However, in the act 
r C i5 ing i 1 V e va * ue down, the Bank of England obtained supplies 
ol gold and Foreign currency, (Pounds were put on the market 
ana exchanged for other currencies). Now the Account was 
equipped with resources for both under-valuation and over-valua- 
tion. 
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In the latter part of 1932, the Pound experienced a tendency 
to a fall in value. Its value had, therefore, to be bolstered up to 
the intended level. This brought about a drain on the gold and 
foreign exchange resources of the Account. When such resour- 
ces were exhausted, the Exchange Equalisation Account was 
powerless to check further depreciation in the value of the Pound. 
Fortunately for it, a change in circumastances in the early 
part of 1933, resulted in a great demand for the Pound. This 
enabled the account to acquire again necessary stocks of foreign 
exchange for future emergencies. From that time onward, 
tire Account has utilised its resources, sometimes for maintaining 
over-valuation, at other times, under-valuation, as dictated by 
the market conditions. Thus at times Pounds were converted 
into foreign currencies, and at other times foreign currencies 
were converted into Pounds. 

Exchange restriction. Exchange restriction refers to such 
actions of the monetary authority as are undertaken to restrict 
die freedom of foreign exchange transactions and thereby to in- 
fluence die tendencies prevailing in the foreign exchange market. 

Restriction originated due to the weaknesses of interven- 
tion. It represents a more drastic, direct, and effective policy. 
Germany was the first country to introduce Exchange Restric- 
tion, in 1931, followed by certain Soudi American countries 
(notably Argentine), and some countries of Central Europe. 
The outbreak of hositilities in 1939 witnessed the growth of 
Exchange Restriction in Britain, France and the Dominion and 
Empire nations. India has been following such a policy ever 
since. As a matter of fact at the present time there are more 
currencies restricted than free. 

To understand the working of exchange restriction, a brief 
study of the German system is made below, since most countries 
have followed (with modifications) the German pattern. 

Exchange restriction in Germany. What were the forces leading 
to the adoption of such a policy ? In and about 1931, the 
German currency was facing a serious danger of depreciation, as 
Germany had contracted (in terms of foreign currency), large 
foreign debts, mostly short term loans, to build up its war-shatter- 
ed economy. The payment of these debts swelled the supply of 
Marks and caused a fall in its value, in terms of Pounds, Dollars 
and Francs. The demand for German currency was negligible, 
as its foreign trade had shrunk to an insignificant level. The 
crisis was intensified by the fact that the creditors insisted upon 
their pound of flesh, as they anticipated the economic collapse 
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of Germany m the near future To make matters worse, they 
refused to accept payment in terms of goods In short, there 
existed a serious disparity’ between the supply of and the demand 
for German currency, and unless this was adjusted, its value was 
likely to crash down 

Beset with these difficulties, Germany decided upon a pobev 
of artificial o\er-valuation, a resolve strengthened by its nerve 
racking experiences of post war inflation, whose scars were 
still present 

Thus the government was faced with the task of restricting 
the supply of German currency so as to equate it to thcdcnnnd 

Methods To achieve its end, Germany adopted drasuc 
measures along lines indicated below 

To begin with, all dealings m foreign exchanges were super 
vised and controlled by a central authority and conducted through 
licences issued for the purpose The next step was to impound 
or requisition foreign exchange holdings of its citizens Those 
in possession of foreign exchange, foreign securities, and bonds 
were asked to declare their holdings and to sell them to the 
government at a rate fixed by die state Of this, the state 
retained what it required, and the balance was auctioned to 
those in need of foreign exchange This resulted in the existence 
of two rates of exchange One at which foreign exchange was 
bought by the government (necessarily lower) and the other at 
which foreign exchange was sold by the government (higher) 

Another restnetn e measure was, to allow a s cry small amount 
of home and foreign currency to be taken out of Germany for 
purposes of foreign travels There was next, a complete prohi- 
bition of certain imports (classed as non essential goods) and a 
rationing of other imports A prospective importer had to 
obtain a license from the government and foreign exporters 
despatched their goods only when they were sure that such per 
mission had been given Germany’s import policy was the 
creation of Dr Schacht’s brain and was referred to as his ‘New 
Plan’ 

Finally, Germany resorted to a policy of ‘Blocked Accounts’ 
The property, securities, bank deposits and currency owned by 
foreigners could not be taken out of Germany It was held by 
the government m an account, known as ‘Blocked Accounts’ 
Those Germans who had to remit foreign debts, did not pay to 
the creditors, but deposited the amount in terms of their currency 
with the government, where these were ear-marked in favour 
of the foreign creditor, but could not be converted into foreign 
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currency. Foreigners, deprived of the use of these possessions, 
were often prepared to dispose them of at a discount, or to buy 
goods from Germany. In either case, Germany gained, of course 
at the cost of the foreign creditor. Inevitably, the presence of 
'Blocked Accounts’ created a black market in foreign exchange 
known as the 'Black Bourse’. 

Effects. As a result of these drastic measures there was 
rapid industrial development in Germany. The elimination 
of exchange disorders and uncertainty reflected itself in the speedy 
re- instatement of German economy on a war footing. “The 
power that exchange control gave the Nazi Government over the 
activities of the German industry by rationing the supplies of 
necessary materials was a powerful weapon in the armoury of 
general economic control. The whole system was run in such 
a way as to screw out of the world the maximum possible amount 
of foreign currencies for use in purchasing the raw matei’ials for 
munitions.” 

Clearing Agreements. When two countries enter into an 
agreement under which there is an 'offsetting of payments so that 
transactions do not pass through the foreign exchange markets’, 
it is termed a Clearing Agreement. 

This was introduced as a reprisal to the system of Blocked 
Accounts. 

Illustration. Take two countries A and B. Assume that 
A has blocked the accounts of B. If B has an unfavourable 
balance of payments with A (i.e. B has to pay more to A than it 
receives from it), it can take steps to counter the effects of Blocked 
Accounts. For now B will freeze the payments due to A by making 
it obligatory on all its citizens who have payments to make 
to A, to remit these amounts to the central bank of B rather 
than to the creditors in A. B will then be in a position to dictate 
terms to A and insist on payment of its accounts before releasing 
those due to A. 

The fact that two can play at the same game, results in A 
and B entering upon an agreement, under which payments bet- 
ween them would be offset through their respective central 
banks. A citizen of country A owing money to someone inB will 
now deposit the amount with the central bank of his country, 
which in turn will pay it to some creditor in A who has to receive 
payment from B. Similar will be the procedure followed by a 
debtor in B owing money to someone in A and the central 
bank in B will use the amount deposited to pay one of its citizens 
who has lent money to a national of A. 1 1 
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Such agreements obviate the need of money passing through 
the foreign exchange market. Payments arc made without 
any use of foreign moneys. Clearing agreements bring about 
equalisation of trade between two countries, and introduce a 
kind of barter in international transactions. 

International Monetary Fund 

The International Monetary Fund is a result of the Brctton 
Woods Conference The salient objectives placed by the Fund 
for its achievement Arc the following : — 

(i) The fund will try to secure exchange stability. 

(ii) It stands and will try , for maximum international 
co-operation in the economic sphere. 

(iii) It will attempt to argument free trade between 
the countries joining it. 

(tv) It will make possible the multilateral conterti- 
bihty of currency and thereby render more smooth 
the course of international trade. 

(v) It will also correct adverse balances of payments 
where, and when the need for such a correction 
arises. Each country j'oining the Fund will con- 
tribute a certain quota towards the common poo! 

The Fund is different in constitution from the earlier Ameri- 
can and British proposals. It is not as ambitious as was the 
British Currency Union plan nor is it as rigid as was the United 
States proposal for the United and Associated Nations Exchange 
Stabilisation Fund. The latter was marked by absolute inflexi- 
bility in exchange rates fixed in terms of gold once and for 
good. It disallowed use of all exchange controls c\en in the 
interim period. 

Not so, of course, with the I. M. F. The exchange rates can 
be altered within a margin of 20% without the Fund’s assent 
and further 10% with the assent of the Fund. Also, a country 
wishing to maintain exchange control fora certain specified period 
with a view to preventing any serious dislocation to its economy', 
can do so without much hitch or hesitation If even after this 
period, the country is not inclined to abandon its exchange 
control, it is possible it might be granted its choice, provided 
1 r *u Und ,S satls ^ e< ^ that such a grant is essential in the interestes 
ol the country concerned. The use of exchange controls can 
be permitted also in cases where the demand of a country for 
the currency of another country has become so great that the 
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Fund, or for the matter of that, the country whose currency is 
being demanded, cannot meet it. 

Thus , though the gold standard still presists it does so in 
a new form, characterised by flexibility and a certain degree of 
freedom in working acording to national interests. Earlier pro- 
posals had left no room for such a working. 

Should India hope to benefit by associating herself with 
it or is it that she will lose ? An authoritative section of the 
Indian economists is of opinion that India has more to gain 
than to lose by co-operating with the I. M. F. And it cannot be 
gainsaid that the opinion has much to recommend itself. The 
immediate concern for India is her own people. And economic 
policies will have to be formulated in a way that they can fre- 
quently be adjusted to the national needs. Being a good deal 
behind others on the international economic plan, we will in 
many cases have to make choices that may not be palatable to 
those ahead of us. Exchange controls, for example, would be 
definitely disliked by countries whose prosperity is veiy well 
founded and who hope to make more gains by free dealings. 
But India would not eschew the use of exchange controls till tire 
has brought about, at least, so much of rescucitation of her 
drained economy as is sufficient to give her confidence in tak- 
ing up those dealings, The concession of using exchange control 
is a big advantage India hopes to reap by joining the I. M. F. 

Another advantage would arise out of the provision for 
flexibility in exchange rates. For any country having a poor 
industrial structure, such flexibility has immense benefits to offer. 
But when the country happens to be possessed not only of a weak 
industrial machinery but also of an insecure, outdated and un- 
developed agriculture such a flexibility becomes doubly advan- 
tageous. India’s agriculture is backward at present and it is 
possible situations might arise when her agricultural exports 
dwindle down so much that unless some depreciation is done to 
the exchange rate, the difficulty would not easily be got over. 
The permission to alter exchange rate to the extent of 20% is 
then another benefit of importance that might accrue to India 
from the I. M. F. 

Apart from all this, there will be the advantage that India 
would have re-inforced her position on the international plane 
which till now had been made inaccessible to her for obvious 
political and economic reasons. 

The handicaps India will suffer from’joining the I. M. F. are 
not many. But this is not to say that there will be none of 
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them. As pointed out above, the allocation of dollar quotas to 
the weaker countries has not been quite fair. And to India it 
has been particularly so India's quota in the Fund is four 
hundred nullon dollars and she is entitled to draw up to 25% 
of her quota in a year Four hundred million dollars are a 
poor allotment to a country with such huge natural resources 
and manpower and such great possibilities of economic 
advancement India’s quota should not m any case be less 
than is commensurate with the area of the country and the 
size of the population 

Moreover, a small quota makes India weak in the Fund 
executive Other countries can easil> ride roughshod over 
India’s demands One might feel that the distribution of 
authority in the executive of the Fund leaves vast masses of 
backward peoples at the mercy of a few small nations 

The I M. F. has been rightly attacked on the count that 
it makes no settlement of the sterling debts But despite all 
this India should look to the future of her association with the 
IMF with confidence and optimism. 



PART X 
Public Finance 



CHAPTER XLIX 

PRINCIPLES OF PUBLIC FINANCE 


Public finance has been defined as that branch of Eco- 
nomics which studies the income and expenditure of public 
authorities and the adjustment of one to the other For the 
purpose of our stud) public authorities include all grades of 
governments from the national and international to the pro 
vmcial and local ones such as municipalities, district boards 
and even village councils The term finance means the manage 
ment of revenue and expenditure of any hind, and public finance 
therefore, refers to such activities of our governments 


Public finance is as old as human societ), but it is onl> 
in recent times that there has been a proper appreciation of 
the importance of its subject matter and systematic studies 
have been made to determine its nature and scope 71ns com 
parative neglect of the subject in the past was due to the res 
tneted field of state activities and the unsatisfactory way in which 
the finances were managed As a result of this people thought 
that it was incapable of doing any good except that of pro- 
viding the defence of society which was the mam function of 
the .government It was considered best for the govern 
ment, therefore, to restrict its activities merely to the political 
field and spend as little monc) as possible on other activities 
At that stage the only important consideration was to keep 
the burden of taxation as low as possible Moreover, 1 1 was desired 
to distribute this burden as fairly as possible For this purpose 
the principle of ability to pay ’ was discussed Tins was later 
enlarged into that of the least aggregate sacrifice * But things 
are different now and our attitude towards the scope of state 
activities and public finance has undergone a considerable 
change The growing complexity of life in modem times and 
the conflict of interests in various spheres have forced the state 
o intervene more and more in social and economic fields and 
^ f Up . an mcre asmg number of functions This increased 
pe ot state activities has meant a tremendous increase in 
® x P ent ^ ,t ure for meeting which people have to part 
with a large part of their income It has therefore, become 
apparent that it would not do merely to consider revenue 
Kevenue and expenditure have to be considered together The 
money which the state spends is for the benefit of the people 
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The object: of government policy now is not ‘least aggregate 
sacrifice’ but ‘maximum social advantage’. This means that 
a mere distinction of the burden of taxes fairly would not do. 
We have to consider the burden of taxes along with the bene- 
fits of expenditure and the sum total of these is the net advan- 
tage which people get from public revenue and expenditure. 
It is this which the state should maximise. In recent years 
there has been a further change in this principle. Now it is 
not only the maximisation of social advantage for one 
budget year but for a number of years put together that is em- 
phasised. This leads to ‘planning’ of public finance. In this, since 
it covers a considerable number of years, the extra budgetary 
finances are also taken into account. It means that pre- 
paring government budgets on orthodox lines in which expen- 
diture is balanced against x'evenue for each year would not 
do. The state has to plan for a much greater expenditure than 
its ordinary annual revenues would justify. 

These developments in public finance have led to a re- 
markable change in our attitude towards state activities. People 
may decry the increase in expenditure in certain directions 
and resent paying this or that tax. But we do not believe that 
it is either possible or desirable for the state to cut down its 
expenditure in every direction merely for the sake of saving 
the people from paying the taxes. Most of these expenditures, 
if not all, we realise, are of distinct advantage to the people 
as a whole and whatever loss in satisfaction is sustained ; by the 
people in paying the taxes may be more than compensated 
by the benefits conferred on them by the public expenditure. 
Healthy social life, or what is called social welfare which 
is the object of all social organisations is not possible for people 
to secure without the active participation of the state with 
its manifold expenditure in social and economic spheres. 

But this does not mean that every public expenditure 
is good and there can be no limit to it or every method of raising 
revenue is justified. Government, like the individuals, can, in 
many cases, waste its resources through extravagance .*and un- 
necessary expenditures. Such expenditures are undesirable and 
should be avoided, because the money can be better utilised 
by the individuals if it is left with them. On the other hand 
one particular method of raising revenue might mean a greater 
" loss of welfare to the people as a whole than another. The 
test of sound finance, therefore, lies not in the amount of expen- 
diture incurred by a government nor the amount of revenue 
raised by it in the discharge of its duties but in the method? of 
; 33 te 
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doing thtra and m the net benefit enjoyed by the people from 
the operation of state finances 

Public finance has been classified into to) Public Fxpefl 
dilute /) Public Resenue (c) Public Debts and (a) Administration 
Public Expenditure studies the range of duties and function 
performed b\ die public iuth< rihes md the expenditure during 
the course t f such performance 

Public Revenue which forms the necessary countcrpait 
f ptibbe i \pcnditure, deals with the manner in which publ 
uith rities pet their inn me and the various problems cornice 
led ttli it * 

Publi Debt deils with the use of <rcdit by public autho- 
rities and the special problems crcitcd b\ it 

Adqi nislralton treats of the activities of the governments! 
m irhtncrs tint is rntnmcd with the management of finances. 



CHAPTER L 
PUBLIC REVENUE 

In order to perform their functions public authorities, like 
individuals need income or revenue. The amount of revenue 
needed by a Government depends on the nature and extent 
of functions performed by it. In modern times*, with the in- 
crease in the nature and scope of ‘state activities, governments 
need an ever increasing amount of revenue and have to tap 
all available sources to discharge their obligations successfully. 
The sources of public revenue have been classified in different 
ways by different writers. This difference is not due so' much 
to a fundamental difference in the subject matter as to the 
difference in their approach and the historical peculiarities of 
the place they live in. We shall take a few of these classifications 
for our consideration. Adam Smith says that there are only 
two principal sources of public revenue. One, revenue from 
sovereign’s possessions such as land or capital and two, income 
from the possession of wealth of the people — by which he 
meant taxation. Revenue from the first source, he thought, 
can neither be steady nor adequate. So the state has to depend 
for the major part of its income on taxation. 

Seligman divides public revenue into 3 classes: (1) Gratui- 
tous (2) Contractual and (3) Compulsory. The first class 
comprises free gifts to the state, the second the commercial 
revenues that arise as the result of contractual relations between 
the government and the citizen and the third embraces the 
receipts that are obtained through the exercise of sovereignty 1 
in such ways as eminent domain, the penal power, the taking 
power and the police power. 

Lutz makes the following classification: (1) Commercial rev- 
enues (2) Administrative and miscellaneous revenues (3) Taxation 
(4) Public Loans (5) Subventions and grants (6) Book-keeping 
revenues or transfers. Mr. J. K. Mehta classifies public re- 
venue into (1) Taxes (2) Fees (3) Duties and (4) Miscellaneous 
•- sources such as gifts, fines special assessments etc. It is obvious 
from these classifications that the most important distinction 
that can be made is between revenue from taxes and non-tax 
sources. Some writers have included voluntary public loans 
as a source of revenue. But this is a mistake, because money 
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raised through loans has to be paid off ultimately and has to 
come from other sources available to the state. 

A tax has been defined as a compulsory contribution from 
a person to the government to meet the expenses incurred in 
the common interest of all, without reference to special benefits 
conferred. The distinctive features of a tax are, therefore, 
that (1) it is a compulsory payment, (2) it is for the common 
benefit and, lastly (3) the payment made by an individual 
is m no way related to the benefits enjoyed by him from the state 
expenditure * 

Those charges made by* the state which do not fulfill all 
these conditions arc non*tax revenue and they include suefc 
charges as fees, duties, fines, gifts, etc. A fee has been defined 
as a payment by a person to the government cither for a special 
benefit* received from the government or for a special cost impo- 
sed upon the government in connection with a government 
service performed for the common benefit. The most impor- 
tant feature of this payment is that it is not compulsory and 
those who pay the charges derive some special benefit which 
may be in proportion to the payments they make. According 
to this concept of fees they include all such payments as some 
writers call commercial revenues, industrial earnings or price 
and administrative revenues. _ Fees need not be related^ to the 
cost of performing those services for which they are paid even 
if such calculations were possible. They may be more or less 
than the cost of the service. 

Duties have been defined as those special chaTges levied 
on individuals in order to discourage them from consuming 
those commodities or services whose unrestricted use is believed 
to bd inimical to social welfare. ' These charges are generally 
levied on the consumption t>f hafmful drugs and intoxicants 
Thus do ties, are like fees; they are not compulsory and are levied 
in '•proportion to consumption.' But the distinction between 
them is one of object of these charges ; fees are charged to res- 
train the consumption of goods and services not because they 
are harmful but in the absence of any such charges they may 
be used to uneconomic extent leading to a great wastage oi 
national resources 

Fines are compulsory contributions from a person to the 
state exacted with the object of deterring people from commit- 
ting certain acts 

Of the various sources of public revenue taxes are the 
most important. They produce the largest part of the public 
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revenue and by their very nature raise some of the most com- 
plicated problems of public finance. 

/ 

Principles of taxation . 

In studying the principles of taxation we are faced with 
such problems as, what is the real purpose and justification of 
taxation, how much taxes are to be raised by the state and 
how should the total burden of taxes be distributed amongst 
the people. 

Answers to these questions raise a host of difficulties. These 
difficulties are inherent in the very nature of taxation. 

The problems of taxation raise issues winch are not only 
economic in nature in the commonly accepted sense of the term ; 
political and ethical issues are also involved along with them. 
The principle of taxation should take all these issues into account 
and present the decision as a systematic whole. From the 
days of Adam Smith various theories have been put forward 
to explain the nature and purpose of taxation. But most of 
these theories are, however, unsatisfactory. This is due to 
die fact that they do not look at the problems of revenue in 
their entirety. Before we study what is called the fundamental 
principle of taxation it will be useful to take into account some 
of these theories. 

The first is “Financial” Theory : According to this theory 
a tax is regarded as being nothing more than a means of 
providing revenue to the state. It does not take into account 
the objects of the expenditure for which this money is raised 
or . how the burden of the tax is distributed. It is merely a 
device for raising money with the least possible resistance from 
the taxpayers. 

The “Benefit” Theory: According to this theory a tax 
is regarded as a payment for and the measure of a service ren- 
dered by the state. This means that those who get the greatest 
amount of benefit from state activities should pay the highest 
amount of tax — a position which is impossible and runs counter 
to. the end of the state. 

The “Socio-political” Theory : According to this theory 
tire tax is regarded as a distinct instrument in the hands of the 
state and should be used for the attainment of various political 
or social ends such as the reduction of inequality of incomes, 
or encouraging certain industries. It. is true that in“ moder-n 
society the instr ument of tax is used for many' social, and polir 
tical ends and that this theory is more comprehensive than the 
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“.financial * or “benefit* theories but it is rather vague and 
indefinite 

Ultimately we come to the theory which is accepted now 
a days more or le*s universally as the fundamental principle 
of taxation This principle treats public finance as a whole 
and emanates from the end or objective of the state The eno. 
of the state is the welfare of its citizens In the field of public 
finance in order to create this welfare for its citizens the state 
has to undertake various activities for which use funds or 
resources is necessary The creations of public welfare is 
thus dependent on the expenditure of funds which have 
as their counterpart m public revenue “Revenue is the ineanL- 
while public good is th e end The state, therefore, strives to 
undertake all these activities which are calculated to increase 
social Welfare"" In the modern economic order, these activi 
ties are best performed through the medium of money, tlat 
is, there is the raising of public revenues and then the use of the 
same in the performance of services or the undertaking of func 
tions that are beneficial to society Tlius there is taxation, or 
more comprehensively revenue preceding public expenditure 
The latter secures some good for the community while the 
former, by itself, inflicts a loss If the net result js an increase 
of welfare the whole state activity is justified The sacrifices 
inflicted by raising of revenue must be more than counter-balan 
ced by the good done bypublic expenditure’’ (Mr J K Mehta) 
The purpose of taxation is therefore to provide the state With 
the money which it uses to increase the welfare of its people and 
if the state succeeds in this purpose the taxation is justified 

The extent to which taxation can be pushed up is depen 
dent on how the money is raised and how it is spent Taxation 
by itself means sacrifice on the part of the taxpayers whereas 
expenditure of the money raised by taxation means gain w 
satisfaction Taxation should therefore, be pushed up to that 
point where the marginal social sacrifice or loss in satisfaction 
in providing the revenue is just equal to the marginal gain m 
social satisfaction from these expenditures So long as the margi 
nal social sacrifice providing taxation is less than the marginal 
gain in social satisfacation from the expenditure of the revenue 
there is a net gam in increasing taxation But when the point 
ol equality between marginal social sacrifice and marginal gam 
in social satisfaction has reached, taxation should not be pushed 
any further 

Distribution of tax burden \\ e have seen that in the operation 

? U ° iC ®? ance the loss in satisfaction sustained by the people 
in paying the taxes is more thin compensated b\ the gam m 
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satisfaction for the society as a whole from the public expendi- 
ture. If society were composed of homogenous units and if 
everybody were equally benefited from public expenditure 
there would have been no problem of the distribution 
of tax burden. But this problem arises because society is compo- 
sed of heterogenous elements and those who pay the taxes cannot 
trace any connection between the amount they are compelled 
to pay and the benefit they get from state services provided out 
of the taxes. The pi'oblem is therefore how to allocate the taxes 
amongst the different individuals so that they may be socially 
just or equitable. There different principles have been put 
forward for the allocation of taxes. These are : (1) the cost to the 
public authority of services rendered to individual taxpayers. 
(2) benefit to individual taxpayers of such services, (3) individual 
‘ability to pay’ taxation. 

So far as the “cost of service” theory is concerned it is difficult 
first of all to estimate the cost of a certain service to a particular 
individual and secondly this is highly undesirable because 
this will mean that the state services will be performed for those 
who can bear the cost and others who may need these services 
most will have to go without them if they cannot pay the cost. 
Fees may be based on this principle but not taxes. 

So far as “benefit” principle is concerned we have already 
seen that also cannot serve as a basis of taxation. For purposes 
of fees and special assessments this principle may be taken 
into account but not for general taxes. 

(3) “Ability to pay” principle which is also called “fa cult) ” 
theory is widely accepted as the most equitable way of distri- 
buting the tax burden. According to this theory every citizen 
should contribute in proportion to his ability. The theory 
appears very plausible from the point of view of equity but the 
difficulty arises about its measurement. Ability has been inter- 
preted both from tire subjective and objective points of view. 
The subjective interpretation refers to die “sacrifice” that the 
payment of taxes inflicts on the taxpayers, whereas objective 
interpretation refers to income or possession of wealth' or any 
such criterion. From the standpoint of sacrifice three schemes 
of die distribution of tax burden have been advanced. These 
are equal sacrifice, proportional sacrifice and minimum or least 
aggregate sacrifice. The principle of equal sacrifice states that 
the money burden of taxation be so distributed that the real 
burden on all tax payers is equal. According to the principle of 
proportional sacrifice the burden bears the same ratio to all in- 
comes. And the principle of minimum sacrifice states that the taxes 
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should be so arranged that the burden on the taxpayers as a 
whole is as small as possible. The first two principles would male 
everybody, whether rich or poor, pay something in taxation 
while die third principle may absolve the poorer section from 
paying any taxes. 


Dr Dalton says, “ Prima fcde t it is not clear on grounds of 
equity, which of these is to be preferred.’* But judged from the 
point of view of the object of public finance the preference is for 
the minimum or least aggregate sacrifice because maximum 
social welfare, the object of public finance, is attained only then 
when the sacrifice consequent upon taxation is minimum. 


.1“ order to make the application of any of these principles 
possible for the purpose of taxation taxes should be related some- 
how or the other with the objccthc measure of ability for which 
generally die income of the taxpay cr is taken as the index. 
Ous can be done , although rather very roughly, by discoverirg 
now the tax-rate should \ ary under the different principles 
of sacrifice. From die stand-point of rate-structure taxes may 
be proportional, progressive or regressive, 

A tax is proportional when die same rate is charged for 
uulerent amounts of income that is taxed or the rate docs not 
change with rise in income. This means all taxpayers contri- 
bute the same proportion of dieir incomes. 

A progressive tax is that under which die rate of tax in- 
creases or progresses with die rise in income. That is the larger 
a taxpayer s income, the larger the proportion which lie contri- 


A tax is regressive when the tax-rate diminhhtnsas the tax- 
payer s income rises; under this scheme, the larger the ta>raycr‘s 
ncome, the smaller the proportion which he contributes. 

nrnnSLS" 0 ^ f . ab,e illustrates the difference between 
p oportional, progressive and regressive taxation. 

Proportional 


Income 

Rs. 

3000 

5000 

8000 

15,000 

is ; ooo 


Rate 
per cent 
5 
5 
5 
5 
$ 


Progressive 


■Regressive 


Amount 

Hate 

Amount 

Rate 

Amount 

t Rs. 

per cent 

Rs. per cent 

Rs- 

150 

5 

150 

5 

’ 150 

250 

6 

300 

4 

' 200 

400 

7 

560 

3 

240 

700 

9 

1350 

2 

300 


12 

3Q0Q 

J 

250 
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According to the law of diminishing utility, the marginal 
utility of income diminishes as its size increases. On the basis 
of this law we can say that a tax of 20 per cent taken from a person 
A with an income of Rs. 1000 vail mean a greater sacrifice 
to him than what it will be to B with an income of Rs. 10,000. 
So if there is to be equality of sacrifice between A and B B should 
contribute more than 20 per cent of his income. This means 
therefore, the principle of equal sacrifice leads to progressive 
taxation. Consequently, the principle of proportional sacrifice 
leads to still steeper progressive taxation. The principle of mini- 
mum sacrifice will result in the exemption of people with income 
below a certain level and a very steeply progressive taxation of 
those whose incomes are above the exemption limit. That 
is so because amongst people with different levels of income a 
certain amount of tax to a person v r ith a lotver income causes 
a greater sacrifice than to another with higher income. 
It is to be noted in this connection that, first the conclusions 
about progressive taxation are based on the assumption that the 
relation between income and economic welfare is the same for 
all tax payers. This means that individuals in the same' eco- 
nomic position derive the same benefit from spending equal 
doses of their income. Similarly they suffer the same sacrifice 
if their income is reduced in equal doses by taxation. The 
validity of these assumptions has been challenged. But it can 
besaidin their defence thatno absolute rigidity is claimed on their 
behalf] they are mere approximations and are true to that extent. 
Secondy the principle of minimum aggregate sacrifice does not 
indicate what should be the exemption limit or the steepness 
of progression. They are all fixed arbitrarily. But in fixing 
up the exemption limit, the governments generally take into 
account the amount of income 'which is essential for the mini- 
mum subsistence of the people, from the standpoints of health 
and efficiency. 

.Whatever disagreement there may be about the theoretical 
exactness of th ese principles, progression and minimum aggregate 
sacrifice have been accepted by all modem governments as 
instruments of practical policy in determining the rate-structure 
of their income tax systems. = Thus, for example,- the Government 
oflndia for the purpose of the income-tax (1) exempts all incomes 
belov r Rs. 3000 (2) taxes at the rate of-/15/6 including super-tax 
every rupee of income at the. level of Rs. 3.5 lacs and above; 
(3) applies the .progressive rate on incomes between these two 
levels. This can be illustrated as follows : modern govern- 
ments employ various taxes to earn their tax revenue .and 
although progressive taxation is regarded as. .the. most equitable,’ 
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so far as equity is possible, it is onl> m the case of the income tax 
that this principle is applied So far as other taxes arc con 
rerned, which we will consider presently, they may be both 
proportional and regressive and may not conform to the principle 
of equity But m judging the m structure of a country we 
have to take into account the tax system composed of 
different taxes as a whole Individuals some taxes may he 
progressive but due to other taxes the svstem as a whole mat 
be regressive and inequitable Similarlv a few taxes may be 
regressive but others may be progressive and on the balance the 
whole system may be equitable 

\1 though all taxes arc ulimaich borne by individuals who 
pay them either out of their income or property , for the purpose 
of administrative convemercc governments adopt various devices 
iO collect their tax revenues T>> basing the taxes on different 
«lasses of objects file idoption of some such devices not onlv 
makes the tix svstem complicated but often .ulvtrselv afiUw 
individuals wiio nm be entirelv unaware of it and mav produce 
(.fleets on the economic structure of society not intended by the 
framer of the taxes It is the purpose of tax analysis to investi 
gate how different taxes affect different individuals, both directly 
and indirectly and what ultimate effects the taxes have on the 
economic organisation of society This is done by classifying 
taxes into different categories and studying their incidence and 
effects Taxes have been classified in various ways But the most 
important one is to classify them into direct and indirect taxes 
Direct taxes have been defined as those taxes which are intended 
to be borne by the persons on whom they are lev ted, while 
indirect taxes are lev ied on one set of persons m tire expectation 
and with the intention that they will be passed on to others by 
the process of shifting ” * 

That is , in case of a direct tax both the impact and inn 
dence are expected to be on the same person but in case of an 
indirect tax they are expected to be on different persons Income 
tax and inheritance tax are examples of direct taxes and excise 
duties and custom duties are examples of indirect taxes But 
this is only broadly true and no rigid distinction can be made 
because there may be cases where part of the incidence of indirect 
tax cannot be shifted, whereas there may be also cases when a 
part of the incidence of the direct tax can be shifted 

Before wc can appreciate properly the role played by these 
taxes it will be helpful to ascertain the meaning and significance 
of the terms used in tax analysis, such as impact, incidence and 
effect of taxes These t erms refer to the stages thr ough which 

” * Vide, Lutz, ‘Public Finance * ' ' _ 
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a tax passes from its announcement to final resting place and 
the different reactions it produced. These reactions are not 
confined merely to the persons who are concerned in providing 
the money but also spread over the wider field of the economic 
structure and organisation of society. 

The term impact refers to the reaction which the prospect 
or idea (or fear ?) of parting with money and thereby bearing 
the burden produces on the person called upon to pay a tax. By 
incidence is meant the final resting place of the burden and is 
said to be upon the person who ultimately pays the tax; whereas 
by the effects of a tax are meant the sum total of changes produced 
on the economic life and structure of the society as a result of the 
tax. Although it is quite obvious that in judging a particular 
tax or a tax-system w r e have to take into account all these aspects 
yet for the purpose of tax analysis it is necessary to distinguish 
one aspect from the other and study them separately. It has 
been suggested that it is not possible to separate one aspect 
from the other because in practice they are intermixed. This 
may be true from the practical point of view but for distributing 
the tax burden equitably it is essential to keep such a distinction 
in mind. 

Persons on whom taxes are imposed or from whom they 
are collected need not necessarily bear the burden if they can 
afford to pass it over to some one else. Tins is done by what is 
called the process of shifting . This does not mean that all taxes 
can be shifted by those on whom they are imposed, neither can 
those taxes which are shifted be done so to the same extent or 
degree under every condition. 

But it is possible to imagine that under certain conditions 
the incidence of a certain tax can be separated from its impact. 
The difference between direct and indirect taxes is based on this 
distinction. The process of shifting makes the equitable distri- 
bution of tax burden rather difficult and complicated. It is 
obvious that taxes should be distributed according to the ability* 
of those on whom the incidence is likely to fall rather than of 
those from whom they are collected or on whom they are imposed . 
It is necessary, therefore, to discover the conditions under which 
taxes are liable to be shifted so that the tax burden may be 
adjusted accordingly. This gices special importance to the 
theory of shifting and incidence of taxtion. 

Taxes are shifted as a result of some kind of price trans- 
action or buying and selling between tw'o persons. If tire person 
from whom the tax is collected can obtain a higher price for 
his product, he succeeds in shifting the tax to the buyer. Taxes 
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may be shifted both forward and backward. In practice we 
find them generally shifted forward from the producer to the 
whole salcr, from the whole saJer to the retailer, and from the 
ictadei to the consumer It is only in rare cases that they arc 
shifted backward from die retailer to the wholesaler, or from the 
wholesaler to the producer and even from the producer to those 
who supply some particular factor of production. But in whatever 
direction it is shifted it mostly follows the line of least resis- 
tance. \\V have said that taxes are generally shifted by raising 
the prices of the commodities which enter into exchange. The 
best was , therefore, to study the theory of incidence and shifting 
of taxes is to analyse the manner in which a tax on commodities 
affects their prices. The degree and character of shifting of a 
tax is determined by the cfTccts it produces on the prices of the 
commodities. Prices, imdcr normal conditions, are determined 
by the interaction of the forces of demand and supply. Prices 
of a commodity therefore, can be affected normally either b) 
influencing the forces of supply or of demand or of both. Sellers 
try to shift the tax by raising the price of the commodity through 
their control over the forces of supply. Btijers, on the other 
hand, resist it by their control o\er the forces of demand. The 
degree and character of shifting will depend on the respective 
bargaining powers of the different parties. Without going into 
the^ details of the various complex forms of shifting and 
incidence under different conditions we shall concern oursehes 
with some broad generalisations that can be made about them 
At the outest it is necessary to make clear distinction between 
taxes ou commodities and services or indirect taxes on the one 
hand, and taxes on income and economic surplus ot direct taxes 
on the other. As regards the shifting and incidence of taxes on 
commodities and services arc concerned they are determined 
by the elasticity of demand and supply of these commodities. 

been said that other things being equal, the more elastic 
the demand for the object of taxation, the more will be the 
incidence ot the tax upon the seller. Whereas, other thing* 
,- e “ lg ,^T ual > the more clastic the supply of the object of taxa- 
h ’re yT more wdl the Incidence of the tax be upon the 
ij,.' .„•« 5 ase ofv ? r y el^tic demand for the taxed commodity 
to resist any attempt at price increase by threat- 
j - i, g ,, e -“ cc their purchase. If the tax rate is not very 
a Wl H 8 ru ,^S> n gly bear the incidence rather than risk 

a big decline m their sale. On the other hand if the supply is 
m Jt plastic the sellers are in stronger position. They will 

1 * much of the tax as possible by threatening to reduce 

the supply and the buyers will be forced to yield. Elasticity « 


a relative term and it 


yield. 

very seldom we come across 
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a commodity which has an absolutey in elastic demand. But 
generally speaking the demand for luxuries is more elastic 
than the demand for necessaries. It follows from this 
that a tax on luxuries is less likely to be shifted than a 
lax on necessaries. This means, therefore, that, other 
things being equal, a tax on necessaries will raise their price 
by a larger amount than an equal tax on luxuries. Absolute 
inelasticity of suppply is also very rare. But there are certain 
commodites, like land in well populated locality, whose supply 
is much less elastic, both in tire short and long runs, than many 
other commodities. Therefore, a tax on commodities like land 
can be much less shifted — if it can be shifted at all — than an equal 
amount of tax levied on commodities whose supply is more 
elastic. There are a few important points to be noted about 
the elasticity of supply. First is tire element of time. Supply 
may be inelastic in the short period but elastic in the long run. 
In the short run supply of a commodity may be inelastic, be- 
cause a new tax may be imposed not anticipated by the producers 
and when a stock has already been accumulated. If the goods 
are not of a very durable nature the producers will be forced 
to dispose of their stock even at the cost of the whole tax, but 
will regulate subsequent production thereby controlling future 
supply. Secondly, in comparatively short period, supply of goods, 
for the production of which expensive and specialised machinery 
and highly skilled labour are used, may be inelastic. Producers 
will find that to cut down production with the imposition of 
a tax will mean keeping the machinery partially idle, the loss of 
which may outweigh the amount of tire tax. Moreover, they 
may shift a part of the tax to the skilled labourers, whose position 
will be weaker now, because if production is cut down some of 
them will be either partially employed or unemployed. For 
some time, therefore, producers will maintain production and 
bear the incidence themselves or share a part of it with the lab- 
ourers or with those who supply the raw materials and whose 
position may be vulnerable like that of the skilled labourers. 
But, in the long run, they will adjust supply by restricting the 
• replacements of machinery and investment of new capital, 
thereby making the supply elastic. 

Shifting and incidence are also affected by the conditions 
of supply which may be either competitive or monopolistic. 
There may be cases where a monopolist is not able to shift a 
tax on his product or may be able to shift a part of it, whereas 
the same tax levied on goods produced under competitive con- 
ditions may be entirely shifted. There may be also conditions 
where just the reverse is true. That is a monopolist may be 
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able to shift the entire incidence of a tax and the competitive 
producer may be prevented from doing so 

Direct taxes such as income tax, and death duties and taxes 
n economic surplus like a tax on economic rent are more diffi 
cult to shift and consequent!) their incidence is to a great extent 
>n the party on which they are imposed 

The theories of shifting and incidence indicate that it is 
onl> in the case of direct taxes — where the incidence cannot be 
shifted — that the tax burden can be equitably distributed and 
be made progressn e If any state collects a large amount of its 
levcnue through indirect taxes it does so bv taxing the “necess 
tries * —commodities consumed by the mass of the people Such 
taxes weigh more heavily on the pool and are regressive in 
diameter From the standpoint of equity, it follows, there fore, 
that if a state cannot entirely abolish indirect taxes from its 
scheme of taxation it should ha\c as few of them as possible 
md under normal conditions they should not be on what are 
called “necessaries” oflife 


we cucw, as uicy are caneci, can be either good or harmlul 
It should be the object of all taxations to avoid completdy or 
to minimise as far as possible the harmful effects “The best 
system of taxation from the economic point of view *» as Dr Dalton 
*£***,, “t,** ' w ! uc k the best or the least bad economic 
effects But it should be emphasised again that in judging a 
tax system from any point of view the effects of the corresponding 
?° m the proceeds of the taxes should also 
? thC Ilarraful ' ffe cts ° r *e system outweigh 

. ™ia) advantages gamed from the state finances then 
ec .le b m “ “ lthi “, thc ? ,a,e has fai,ed to realise the ob 
KiceT S0ClaI "'dfcro-frotn the operation of its 

ductM <: or ir ^w rti ' XKW ‘ Ub ! : harmfuI ’f they check the pro- 
obstruct emutiM* tuipatr the grow tb of national dividend and 
Will be dreclcrd -c < !?? tnbutIon ot u hat 15 produced Production 
crency of the ruJf j tbe tax J sp, ' ra ,m P™ s health and effi 


Thus anv t-ivatt^V , dlscoura e cs savings and investments 
direct taxes ^ U ft° n 1116 poorcr Members of society, whether 
SS L “ mc ? mes or taxes on necessari^ will be 
comes which w cause t ^ ea will cut down further the in- 


barest r, V De £ uttK,ent or ™ay be just so for the 

knock down > e °^‘fe Steeply progressive tax rates winch 
writers i inC ? mes have been objected to by many 

cy think that such taxes hnidci the wall to wore 
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and to amass large incomes and impair the incentives to risk- 
taking. High taxes would certainly be undesirable if these 
were to be their outcome. But the will to work and the incen- 
tive for risk-taking arc the resultants of large and complex 
forces of which pecuniary motive is just one. So a progressive 
tax rate merely by itself need not always produce such harm- 
ful effects as have been feared. Moreover, public expenditure 
of the tax proceeds, if judiciously undertaken, can off-set 
greatly the adverse effects that taxation may have on savings 
and investments. The principle of progression in taxation has 
been accepted by tax payers all over the world. 

We have studied taxation in all its important aspects. Wc 
finish our study by summing up what may be considered as the 
main characteristics of a well-designed tax system : 

(1) Fiscal Adequacy. A tax system should provide 
the state with adequate and dependable revenue. 

(2) Equity. It should be fair and equitable. 

(3) Economy . This does not mean merely that the 
cost of collection should not be unduly high but 
what is more important it should not arl \ eisely 
affect the ecomomy of the nation. 

(4) Elasticity. The tax system should in times of 
emergency be capable of producing increased revenue 
without undue disturbance to the economic life 
of the people. 

These characteristics, as will be obvious, are closely inlet - 
related. 
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Although it is expenditure and not income that is the 
govermngfictor m public finance, economists, notably English 
writers haw hid little to say about its principles The reasons 
ire not fir to seek The Tncjlish classical economists who 
propogated the latssez faxre principle maintained that state inter- 
vcntion and consequently state expenditure must be kept at a 
minimum * This doctrine of limited governmental activity 
dominated English and American writing on public finance 
until recent years But the march of events contradicted this 
conservative doctrine which had to be altered under pressure 
of necessity or expediency And as a result ofthe primary function 
of civil and military protection and civil administration such 
social activities as education, the building and maintenance 
of roads also began to be provided for 

The scope of gov emmcntal activity and hence of expenditure 
has increased with increased consciousness and the need to reduce 
the evils of individualistic system has grown * 
necessary to protect the society from external 
Dies, but also to improve thequahty of people, 
whom are under-privileged , by expanding the 


It was felt not only 
and internal trou- 
a large majority of 
: scope of state and 


1 alUawsT* °I \ n P , h " 5 of finincc » to spend little and the best of 
ail taw, M that which is le «t m amount” J B Sav 

otal State Expenditu re as a percentage of total National Income 
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local welfare activities . 1 Coining to this generation the care of 
the sick, the aged poor, and the unemployed has come to be 
regarded an obligation of society. It is now increasingly recogni- 
sed that it is the business of the state to ensure that every citizen 
is able to enjoy the primary necessities of life — sufficient and proper 
food, adequate shelter and health and education services commen- 
surate with his needs. It is widely held that the state should 
ensure this minimum by itself buying or producing and distri- 
buting the means of satisfying these primary wants, whenever 
it is apparent that the field is not being adequately covered by 
private enterprise 2 . 

At this stage the question that arises is, whether there are 
economic limits to or possible maxima of governmental expendi- 
ture. Schultz answers correctly when he says, “Political philo- 
sophy gives no help, economic theory little help in defining the 
scope of state activity and hence of governmental expenditure. 
Economists and political theorists are as impartial as munition 
makers — they supply explosives to both sides of many contro- 
versies 55 . 8 Economists may have evaded the question by leav- 
ing it unanswered. The issue, however, is clear. The indi- 
vidual has needs and many of them can be most effectively 
satisfied through the agency of the state, that is, by means of public 
expenditure. This is realised today more than ever. In the 
post war years it has become all the more necessary to establish 
a close relationship between the individual and the state and 
consequently there has arisen the popular demand for the nation- 
alisation of the key industries in every country of the capitalist 
world . 4 In this demand is manifest the universal urge for the 
extension of the state activities. 

1. Public expenditure in America has increased from 7- L- ratio to 1 

national income in 1890 to 2.47 in 1940. ^ 

Shultz — American Public Finance^ page 55. 

2. U. K. Hicks — Public Finance, page 13. 

3. W. J. Shultz, American Public Finance, page 29. 

4. England, the origin of the laisse fairc theory, has nationalised its 
Bank of England and coal industry. In their election platform the Labour 
Party which is in power today promised to nationalise besides, internal 
transport, power and metallurgical industry. 

In Poland all enterprises employing more than 50 workers were taken 
over b) the state according to the decree concerning nationalisation of Pol- 
ish industry (Jan. 1946 ). Simultaneously all the big commercial banks were 
nationalised. 

In Ezechoslovakia, onOctobcr24, 1945 by a decree of the President were 
nationalised the large scale industry, mines and pits, electric power stations, 
banks and insurance companies — Nationalisation of Industry after the War, 
by L. Eventoo in World Economics and World Politics. No. 4, 1947, trans- 
lated by A.B. Kharadikar. 

34 i c 
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Classification of public aptnitlwt Public expenditure lias 
been variously classified b) economists and there is no unammit, 

0 r opinion among them 1 

.1 s N-diolson «l,o seems to 
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Robinso n. According to Robinson expenditure may be pro- 
ductive or unproductive. “Any state expenditure which directly or 
indirectly develops the natural or human resources of the nation 
or leads to their more economical use may be expected to increase 
national prosperity by increasing the national wealth, and may 
thus be expected ultimately to pay for itself given the important 
qualification that the gain due to increased expenditure is not 
less than the loss caused by heavier taxation ’ 5 . 1 This is more a 
principle which should guide public expenditure than a classi- 
fication. 

Professor A. G. P igou classifies expenditure into two classes, 
exhaustive or real or non-transfer expenditure and transfer 
expenditure, that is “expenditures that purchase current services 
of productive resources for the use of (government) authorities 
and expenditures which consist in payments made either gratui- 
tously or in purchase of existing property rights to private per- 
sons 5 ’ 2 3 . Real expenditure implies the actual using up of resour- 
ces which would have been otherwise available to the community. 
Transfer expenditure on the other hand involves not using up 
but simply transference of resources from one person to 
another. 

Dalton _ draws a broad distinction between public expendi- 
ture intended “to preserve the social life of the community against 
violent attack whether internal or external”, and expenditure 
intended “to improve the quality of that social life”. s Another 
distinction drawn by Dalton is division of expenditure into 
grants and purchase prices. “An individual who receives pubic 
money may or may not render in return a direct quid pro quo 
to the public authority.” If the individual has rendered services 
in return for which he receives payment the state makes a pur- 
chase from him. On the other hand if he receives public money 
or money’s worth without contributing anything the state 
makes him a grant. .Grant consists either of money or of services 


1. M. E. Robinson, Public Finance, p. 7. 

2. “The former group includes expenditures on the maintenance and 
building up of the army, navy, air force, civil service, educational 
service, judiciary, post office, municipal tramway service and so on. The 
latter includes expenditures on the payment of interest on government debt 
pension, sickness benefit and unemployment benefit, also subsidies on the 
production of particular kinds of commodities, sugar, milk, meat or houses ; 
also payment made in the redemption of government debt, i.c. repurchase 
of government securities” — Pigou, 

A study in Public Finance p, 19. 

3. H. Dalton, Public Finance , p, 201, p. 205. 
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such as free medical services, or education or old age pensions 
poor relief contributions from general funds to social insurance 
schemes Pavment by the state to any of its employees or to 
contractors are purchase prices Dalton compares the distinc 
tion bet veen grants aud purchase prices with that between 
transfer expenditure and real expenditure 

\lr J R Meh ta idopts a classification of constant and 
vari blc expenditures Expenditure is constant when it does 
not necessarily increase with increased use of services which are 
financed b\ it eg expenditure on national defence or on light 
houses This expenditure is not affected by the extent to which 
the individuals use or choo e to be benefited by, the services 
which are financed by it Expenditure is variable when it 
increases with even increase in the use of public services by the 
people for whose benefit they arc in urred e g law courts, public 
undertikings 1 


Thus we find that public expenditure has been subj*Cted 
i a varietv of classifications, most of which are based on certain 
features of expenditure. In many cases the classes are either 
overlapping or are not rigid as in Plehn’s and Shinns ’ dassi 
Mentions or the fundamental basis of public expenditure 1 5 
ignored as for instance when revenue received is made the 
bisis of classification Robimon lay* down a useful principle 
to guide public expenditure While Mehta’s definition may 
lnvc a logical basis Pigou s classification based on the very 
nature of public expenditure, from this point of view « a very 
satistactory one 

expenditure The doctrine of maximum 
^riiiuon S nf ^^ fun i dam " ntl1 P rinc, P lc of public finance 
Sx n vil 5 advantage,, po^ble when with the 
pushed in such a JL!? IC oc P en ‘Jiture in different directions w 
statesman with An nh aS t0 yie H marginal utility To a 
the Whole wealth of °^ SOc,al w effare there « 

to the },a nfm,t c °mmumty to draw upon m addition 
i ,a ™ '"■! «nce public expenditure 

Dr mg about ciange , n thc wca lth of a community 

n tonalde^na) 6 ^^” ,n,° a cert ? Q , 3nj ounl on thiJ head (i c 

and onii pink- h. t!\ c ^ ~ V ^ u deienmned by external Veto's 

t x* country J £ \r.u. °i£“ e ’population or the value of the prosperity >“ 
t cu, '‘^^Wurcnd'lumficatM and Pntu{pU!% PM ‘ 
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and its distribution, the distribution of a given total of expenditure 
between different directions should aim at equal marginal utility. 

Equalisation of utilities is necessary not only of the present 
expenditure but also of the future expenditure. This is as true 
of public finance as of private finance. In fact the responsibility 
of the public authority is much more as it is the trustee of the 
future. 

Public expenditure and production. Since governmental bodies 
undertake both exhaustive and transfer expenditures, utilising 
large sums of money as employer and producer of services and 
commodities, the production system of a country is certain to 
be profoundly influenced. Their action and reaction extend 
through the economic system as a result of diversion of resources, 
and may cause changes in the character and volume of produc- 
tion. The English economists of the laissez faire school ignored 
the results of governmental expenditure and studied the effecrs 
of the reduction of private purchasing power caused by taxation. 
In the final analysis, public expenditure involves a transfer of 
purchasing power which is most clearly seen in the cases of old 
age pensions, social insurance schemes and interest on loans. 
These give a large section of population additional purchasing 
power, and often increase their savings. Besides, the expen- 
diture on education and the maintenance of health services are 
an investment in human resources which has its influence on the 
total production. 

Again as Di* . Dalton points out public expenditure exercises 
a great influence on production due to the diversion of economic 
resources that it brings about between different employments 
and localities. In those countries where public finance or public 
economy has a much wider scope (because it works along cer T 
tain planned direction of all economic activities towards definite 
ends) the extent to which diversion of resources can take place 
is very great. In the U. S. S. R., the First Five Years’ Plan was 
mainly devoted to diverting resources to promote the growth 
of heavy industries. The main economic and political purpose 
of the Five Year Plan of 1946-50 on the other hand is to rehabili- 
tate the war ravaged regions of the country, to restore industry 
and agriculture to their pre-war level and then to surpass this 
level considerably”. 1 Public expenditure is playing an important 
part in rebuilding and rehabilitating the countries. of eastern 

1. N. "A. Voznesensky, Report on the Five Tear Plan, •1946-50.-' . - ■' z 
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Furopcj which are nationalising their means of production 
and planning tbeir economic activities as die only solution to 
their economic problems 

Within die framework of private property and private 
enterprise diversions of economic resources take place within a 
restricted field, as the range of economic activities of die state 
is narrow However it bis been recognised that all diose forms 
of public expenditure which increase productive efficiency more 
than it would increase if the funds were left in die hands of private 
individuals are justified To this class belongs expenditure on 
railways irrigation, afTorcstation and reclamation of [and, second 
research and invention and third, maintenance of public utility 
services education, public health, and aid to insurance against 
unemployment and odier risks 


Diversions of economic resources take place between locah 
ties when die central government makes a distribution of grant 
to local authorities without which dic> cannot function proper)) 
Areas economically undeveloped require such financial aid 


Resources may be diverted to unprofitable and unproductive 
ends also A large part of public expenditure todav is diverted 
to the making of armaments and maintenance of military ser 
vices, expenditure which docs not add anything to human wel 
fare An increase m die expenditure of the armed forces b> 
all nations does not increase d.e relatn e security of a rovemment, 

k,T“T c r "°" ra ? from a** 

would have made a direct contribution to human welfare The 

tedTnd m also S lSr r of d Se P mces of a Iar S c dumber of selec 
iron coal ar.d^^ ^'H ° f ,m P° rtant commodities such as 
X X kl all K lo d econ °T' C wclAre » reduced To this 
ofXtice lar!nrv bc n S expcnd,lurc on domestic police, courts 

pro duct w n* bv * hi rrr ^ m ° f expenditure will stimulate 

as a whole andhvHr^ 51 ?® productive efficiency of the people 
7 ’ 3nd by d,Vert,n S naowca to productive channel 

system of pub{^ n ^!^ e i bas lta in H ue °ce on distribuUon That 
gross inequality of a W des,ra ^ le "hich tends to reduce 

■ y come* A system of public expenditure which 


a 1 Uk WiseT^inore ma« h nat°v!- d ** ,argel , V Unccccss3r V only > 
Pull e F fierce p 2J5 ^ nat VC or more honest than the> arc 


Dalton 



PUBLIC EXPENDITURE 


535 


reduces inequality of incomes instead of enhancing it, contributes 
to economic welfare. Direct transfer of wealth improves distri- 
bution by reducing inequality, and also by adjusting individual 
incomes to family needs during different periods of time. Pro- 
visions of old age and widow pensions and sickness, unemploy- 
ment and maternity benefits have this as one of the objectives 
in view. The more usual method of transfer is by the provision 
of free goods and services as free medical service, free education. 
The effect of both direct and indirect transfer is reduction of 
inequality of incomes. 

Expenditure which confers common benefit on all members 
of a community, as provision of good roads or free water supply, 
cheap transport, undoubtedly influences distribution, but its 
effects on the different classes are difficult to trace 1 . 


1. “While paying taxes is an individual affair, about one hall' or 
public expenditure goes to provide benefits which are to all intents and 
purposes indivisible. On the other hand, the other half of public expendi- 
ture has a very definite and socially important distribution between income 
classes, and it is this in which we are interested when we talk about the 
redistribution of income”. U. K. Hicks, Public Finance , p. 297. 


PART X 

Conditions of Economic Progress 



CHAPTER LII 


EARLIER FORMS OF PRODUCTION 
Primitive State 

Ever since man was born on this earth he has experimented 
with varied and diverse methods of earning his livelihood. The 
necessity of earning daily bread through his direct, personal 
effoit was so pressing that at no time could he shake off his bon- 
dage to tire world around him. Many a time, in the course of 
his long and arduous journey to civilised forms of life, it was 
vainly sought to emphasise that man by no means lived by 
bread alone; but the circumstances of life every time made 
him realise that he could not also live wthout it for 
long. Thus, almost unaffected and unaltered by all that he 
could conceive to lighten his routine toil, involved in earning 
daily bread, his slavery to Nature continued. 

In the earliest phase of his life on this earth he had to 
depend for his livelihood on those things around him on which 
he could easily lay his hands. Living in jungles and on hills, 
for then the earth’s surface mostly abounded in these, he had 
to pluck fruits and kill animals to satisfy his hunger. In that 
state, it is believed, he lived long, when he learnt the use of the 
skin and bones of the animals he hunted on. And after the dis- 
covery of fire he also learnt how to cook his food. The fat that 
he got from the animals he began to use now for lighting and 
cooking purposes. 

Although man was only one of the myriad living beings 
- inhabiting this planet, yet in the method and manner of living 
\ he soon distinguished himself from other animals. While 
the latter invariably accepted life as they found it,._man was 
never contented with his lot. It was mainly for this reason 
that in the long course of his evolution he seldom took anything 
as unalterable or unchangeable. On the contrary, he was cons- 
tantly changing his environment and transforming the quality 
of his life with a view to produce better results. For instance, 
while animals continued to live in the same state in which their 
earliest ancestors had lived on this earth, man began, stage after 
stage, to cook and store food, cover himself with animal hair 
and skin, hollow out caves for taking shelter, and make tools 
and implements to increase his supply of food. He was, in fact. 
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in a perpetual state oF restlessness in the pursuit of ease, comfort, 
protection and, above all, security in life. 

It was this untiring effort of man to provide security 
which led him to effect some of the greatest transformations 
m the quality of his life. For example, when he found^ that 
he could not always be sure of catching fish or killing animals 
just m the hour of his need, he became painfully conscious 
of the uncertain and precarious nature of his earthly existence. 
But since he was not one who would easily accept defeat, he 
now decided to domesticate the wild animals, instead of foiling 
them when he felt hungry This decision ofhzs had fqr-reachmg 
influence on the subsequent course of his economic evo- 
lution 

Like this, now, he came to depend for his livelihood on a 
fully secured supply of animal food provided by the domesti- 
catedcattle from which, it may' he noted, also followed some 
additional gams For example, lie could get from these animals 
not only meat, fat, skin and bones, hut also such rarities as 
milk, butter, cheese, etc. Domesticated cattle, however, re- 
quired expansive grass lands to be used as grazing ground. 
Hence the earth’s surface now began to be parcelled out w 
clearly demarcated units, each belonging to one or another 
group of individuals, to be used for growing grass for feeding 
the cattle. 


The Agricultural Stage 

Convenience and civilisation in human history have been 
5 riosely associated with each other. As men succeeded in making' 
their lives more comfortable they came to be recognised as 
more civilised. And, therefore, aJJ those factors which go to 
make life comfortable ard easy are also regarded civilising 
factors m human history. But comfort does not only consist 
m doing a job without much bodily discomfort. Rather, the 
term is to be_ understood in a much wider sense, which would 
include consideration of all those factor* which ordinarilygo 
to make life a pleasant and joyous experience. 


• v,as msatable desire of man for comfort and 

"^'5^ i f d h‘m to agricultural activity. When 
wr-sfrW part of the world it was first decided to 

* C 8 efface for raising food, are questions shrouded 
o “ ; cu f e history. It is probable that just chance discovery 
P^ an,s excited and spurred man’s imagination 
S.™ lhc Ploughing of fields for the cultivation of such 
P ts. When earlier men bad not remained contended With 
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other chance mercies of Nature for their fare, they could 
hardly bear the insecurity inherent in a livelihood which was 
to depend on the day-to-day search of grain-bearing plants. 
It was for this reason, therefore, that men decided to create 
their own conditions for the cultivation and culture of such 
plants. And once this activity became popular in one 
part of the world, slowly and gradually it spread to other parts, 
by the two-fold processes of transport and transplantation of 
plants. 

Thus human society came to subsist on a type of 
mixed farming in which men, cattle, ploughs, plants, manure 
and the rest played their different parts to produce abundant 
supplies of grain, milk, meat, fruits, etc. for human consump- 
tion. It may also be noted that animals were now used not 
so much for the purposes of direct consumption as instru- 
ments of production. In fact, their usefulness had come to be 
recognised primarily as beasts of burden and as a source of 
power. For not only were they being used for carrying things 
from one place to another, but they were also utilised for drawing 
the plough to make agriculture possible. 

Development of agriculture, however, instead of meeting 
man’s many requirements or solving most of his problems, 
only created fresh wants and caused new problems. Far from 
being content with abundant supplies of food and satisfied with 
relative conditions of ease and leisure, he proceeded to think 
of fresh devices to provide himself with even more goods and 
services than he had hitherto enjoyed. 

The Feudal Period 

Thus we find that the satisfaction of one want, in fact, 

• only led to the creation of another, and the manufacture of one 
commodity just opened the way for the manufacture of another. 
Human society advanced on this familiar pattern, grew in num- 
bers and multiplied with every return of the calendar year, 
so much so that when we open that chapter of history which 
is known as the medieval period we find considerable parts of 
die earth’s surface more or less inhabited. Men were at that time 
engaged mostly in agricultural activity of one sort or another ; 
some were exclusively occupied in the manufacture of finished 
commodities ; a good number of others were devoting all dieir 
time and energy to the transport of raw and finished materials 
from one place to another. Apart from these, there were also 
some who, instead of direcdy producing or transporting goods, 
were busy looking after the affairs of men generally, for which 


542 


FUNDAMENTALS OF ECONOMICS 


they recived regular payment, apart from exercising almost 
unlimited authority on otlicr members of the society 

Throughout the middle ages the basis of life was more or 
les oi this pattern, in which agricultural activity occupied 
the most important place There Mere extensile tracts of 
land owned by individual farmers, who cultivited them with 
r JC r l , P r °ducmg enough grams for the requirements 
ol their families Whatever was left oicr was sold, and with 
a part ol the cash thus obtained other necessary commodities, 
produced by other members of the community, were purchased 
in the market of the village or of the town Out of the same 
cash rent was paid to the feudal lord, tax to the servants of 
the State and tithe to the parish church The savings, if am, 
were set apart and put away for the rainy day 

th i >SC U , ho wcrc maml > engaged in agricultural 
Tbr-v l h c,r s P are time goods of other sorts too 

mert £• ,r U f e ' i i tf " SC 0thcr SOods P r '">aril) with a view to 
in i f 7 uhK ’ requirements in respect of these good! 
on his fipid^f 5 ’ , CVC if y a S ric uhurat, apart from growing crops 
to fill his ln s °me sort of side activity in order 

o r S c^h P Wl,h WOfk ,0 cam * 0 ™^ extra in kind 

dwmri inlwf, ” f ‘“puruwee to these were the people who 
£ ,„ m a w d manufacture of good. 

&e oh^ct ofSl.l .v h ?° n _?S™u'mral act.vtt, mainly with 
ImgTetr 8 And fr r0dUCe ,n e ,hc "“riatt ’and thm sate 
interested m agrmulture^hen’A 1 ? & ° m th “’ ,hc) WcrC l 150 
diary nature ^Thc.r then t}nt lnterest ' v «is only of a subsi 
manufacture of ^ "S 

:,2XK b ’ 4? ^ .-rr SS ~ 

Also the capital b> t,ic hancls of the workers 

belonged SfcL Tffr enf l Wh,ch thc > ««* « a rule 
period were, for all t ^ 1 , csc handicraftsmen of the feudal 
their own sen ants But ^ P ur P OScS » their own masters and 
With borrowed camt-,1 ac ,vere a,s o some who worked 
come very prospSo,™ or i. equ,pment People who had be 
vileges of possessing very en J°yfd exceptional pn 

workers as assistants to JLi r gh , de S ree of sfciH employed these 
daily or weekly ^gc f ° r thcm 11 thcir promises on regular 

In » Fedual renal 

to be carried on mosdv “'^heture m the feudal period used 
y on one s own premises, m the intimate 
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atmosphere of the domestic en vironment. One worked only as 
much as one thought one could easily work. As there was no 
pressure from above or from outside, there could be no question 
of any body over-straining himself. While working one could 
take as much rest as was necessary in the interest of health 
or better work. As division of labour had not been taken 
to any extreme stage, production had not yet become mono- 
tonous in nature. And even when paid artisans worked for 
others, conditions of work were not very different. In such 
working establishments too there prevailed the same easy 
and intimate atmosphere of willing, cordial co-operation. The 
masters, no doubt, thrived on the labour of their servants, 
but they* did so without taking recourse to such methods of 
merciless exploitation as became associated with production 
in a subsequent period of economic history. 

* Subsistence was the raison d'etre of production in the feudal 
period; People produced primarily with the object of satis- 
fying their wants. But from this one need not necessarily con- 
clude that nobody produced any surplus. Such a conclusion 
would be unwarranted when we have already emphasised 
before that, while producing to meet day-to-day requirements, 
every body; tried to produce a little more to provide for the 
rainy day. It was this surplus production, either in cash or in 
kind, which constituted one’s savings. Still the consideration 
of profit was not the determining factor in production. 

‘ When the medieval period of history was drawing to a 
close, side by side with agriculture and manufacture, commerce 
had also established itself as a major economic activity in many 
parts of. the world. And it may be noted that as a result of 
this' ‘excellent combination of agriculture, manufacture and 
commerce . there followed a phase of widespread prosperity. 
But all classes of people did not share in that prosperity equallyi.e. 
while one .social group became very rich others’ condition 
did ot improve much. Consequently, in certain social groups, 
including the ruling class, there came to prevail a great 
measure of affluence. In the sunshine of that benign pros- 
perity great advance was made in money spheres of civilised 
life. And; it .was this factor which led some historians of our 
own time to conclude that there existed greater contentment 
and happiness in ’the feudal times than people could ever have 
in the capitalist period, which followed the former. There 
were' also some who held the view that in the feudal period 
there prevailed such a beautiful’ .poise and balance of respond 



544 


FUND A MENTALS 0? ECONOMICS 


sibtUty and service between the master and the servant, the 
ruler and the ruled, the clergy and the laity that living in those 
times was the best of experience 

Such a view of history on closer examination would 
be found to be erroneous. The fallacy inherent in tha 
approach arises from the fact that such people, in effect, aie 
found to be comparing the good points of the feudal soeirt) 
and life with the dumal features of the transitional period, which 
intervened between Feudalism and Capitalism. But, as cue 
should know, a period of transition is always accompanied 
with dislocation, unrest, exploitation and misery. This was 
equally true of the period following Feudalism and preceding 
Capitalism 


Transition from Feudalism to Capitalism 

It is commonly believed that ever)' phase of civili- 
sation, after some time, begins to show signs of decay, when h 
is rejected for something better But while making such a 
statement its reason is not always stated The obvious explan 3 " 
lion of this phenomenon is that when as compared to the 
existing one a better and more superior mode of production 
comes to be known, men naturally discard the former basis 
of life and civilisation, which had been the gift of the older 
mode of production. This same factor explains the cause of 
the supersession of the feudal by the capitalist order of society. 

L . ' vc k av f to distinguish these two preriods in economic 
! °^' r - In ,h ‘ f '“dal Period, a! we haw 

1 main type or economic actirit) ra sericulture. But 

1 OTSL?e Pl Jn .ff'^ d n?‘ aJ, . Ur ' l0! “ iu f °™«- P hue of pro 
dary importance h f “ ,lal .P <:rro<1 , ““"fuowtre was of secon- 
■mportaKSmrf l "3 d " “P 1 ?™ »« becomes the mod 
in industrial orn/Wt P r °^ uct, ° n * n the feudal period power 
rfttaSStaKSS'. provided mainU Gy the handi 
which drives «ifSS’°“i- 1 ' 1 li f “P 1B| ist period it is machine 
goods vSiS? of production iiUse feudal rimes 
themselves Ihitin 10 sat,sf > r the wants of the producers 

on by a small number of neonl.* 1 ** T 101 * Production is carried 
profit. Thus white ,5 pcopk mam, > " rth the object of earning 
was generally bX „ ' producer « the'feudal period 

which were bhXJ? reproducer and consumer of die goods 
period goSs P are nre du ^ M ,f’ h 1 «■ rn the capitalist 
consumed by othen nil cu; ' 1 'be efforts of some to be 
ducrion and consumption VhlS a occu , rJ between pro- 
P ion, which not always leads to the pro- 
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duction of such goods as are socially most necessary. In other 
words, when profit becomes the criterion of production some- 
times even such commodities are produced as are least neces- 
sary for human consumption. 

When fundamental and drastic changes of such magni- 
tude occur in economic life, transformation in social inter-rela- 
tions should become inevitable. And it is this factor which 
explains why the industrial class in the age of capitalism 
assumes incomparable importance and enjoys unparallelled 
power in social and political life. It may be remembered 
that similar privileges and powers, though on a smaller scaled 
were enjoyed in the feudal period by the landed aristocracy. 
Position of advantage or disadvantage occupied in economic 
life is always reflected in social relationships. This is why 
at the end of the feudal and the beginning of the capitalist 
period, when commerce had become nearly as important 
as agriculture, power and privileges were, for all practical 
purposes, equally divided between landed aristocracy and 
commercial capitalists. In fact, it is for this reason that 
some people prefer to call this period of history as Commercial 
Capitalism as distinguished from preceding Feudalism and 
following Industrial Capitalism. 


35 FE 



CHAPTER LIII 
CAPITALISM 


Hon It Cane About 

The modern system of mduvtnal production is sud ^ 1 ’ l ' c 
begun, m England, ipproxmutcly about the middle of the 
eighteenth century Some people attribute the fact of England 
taking lead m industrial movement purely to .in accident oj 
history But on closer e\ until ition such mew would be found 
mcoriccl No doubt would seem strmge that some 
of the most important scientific inventions and discoveries oi 
the eighteenth century should have been made only by British 
inventors and scientists But those who arc aware of the fact 
that the British Isles had been a singularly fortunate country, 
in that after the Roman invasion it alone was allowed by other 
wise turbulant course of history to make peaceful and unham 
pered economic progress, would easily conclude that under 
such excellent and ideal conditions British economy should 
have made sustained and continuous economic advancement 
Moreover, the type of resources tint the British Isles possessed 
also enabled its people to take to ihc industrial road earlier than 
other people 

One can, therefort, siy tint it was the cumulative result 
of a number of factors which enabled British people* at a rath<£ 
early stage, to take modern industrial production to a high 
degree of perfection In the medieval penod there were other 
countries whoiC technique of pioduction was more advanced 
than that or England But while the distrurbed course ol 
history in the medieval period prevented these countries from 
maintaining the lead they had established, m the modem period, 
> ™. lho dlscover y °f steam as a source ofpower, England was 
f * lTSt to rcac h the 7uuth of industrial advancement 

However, when it was known that machines could be used 
HL?* P r .? ce8S of , production, a cl tss or people came forward, 
flermg their abundant resources to be used as capital foi 
mdls and fact ones \Most of these people belonged to 
that ctass of commercial capitalists who at the end of the feud3 
period had amassed large fortunes through trade and com 
„ of CC V A P ar ^ '™m them there were also others who cam< 
ither trom the farm or from the ranks of master craftsmer 
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and skilled workers, i.e. persons who could manage to scrap 
together enough money to buy a few machines. This rising 
class of industrialists, big and small, found the new 7 line of pro- 
duction an extremely lucrative proposition. And, specially 
after the year 1780, when the steam engine had become quite 
an effective instrument for driving the factor) 7 wheels, it became 
exceedingly profitable to gather together large groups of workers 
in big establishments, equipped with steam power, 

xJThe outcome of this tremendous revolution in the method 
of production was sharply reflected in ownership. . The power 
and opportunity to produce was becoming concentrated and 
centralised in a few hands, while a large majority of people had 
to work for others for daily, weekly or monthly wage. With con- 
centration of the power to produce in a Iffnited number of people 
there followed a juxtaposition of classes and clash of economic 
interests. Now 7 the owners of the factor's of production and 
actual producers, i.e. workers, were two distinct and different 
classes of people. This cleavage of interests led to a trial of 
strength, between the two groups. In ' this struggle the owners 
almost always came on the top, while the workers were often 
left with their point of view unaccepted by their masters. 

Change in Economic Policy 

* Thus the modem system of industrial production placed 
more economic power in the hands of the industrialists than of 
the workers. But the new industrialists were not at all satisfied 
with this strengthening of their .position and agglomeration of 
/ opportunities. On the contrary, they wanted moreTreeddm and 
more power to manage their affairs in ways that suited their 
convenience , most. In other words, they resented the existing 
laws and regulations which sought to prevent them: from 
employing workers on terms that appeared to be most profitable 
for their business. 

It may he recalled that throughout the sixteenth and seven- 
teenth centuries the dominant industrial policy in England 
had been the establishment of some authority to regulate con- 
ditions of work and employment in the working establishments. 
To the Parliament of those days it seemed right and natural 
that the oppressed wage-earners should turn to the legislature 
- to protect them against the cutting down of tiieir earnings by 
the competing capitalists. But the situation by the middle of the 
eighteenth century had rather changed. Consequently when the 
employers began to make strong protests against contemporary 
wage regulations the House of Commons was compelled to 
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gi\e up its old policy of protecting the workers and apprentices 
employed in. the trades 

The 1 itter half of the eighteenth century was also an 
age of political ferment On the Continent and special!) m 
Frmrc political thought was b coming more and more radical 
Although England it tint time hid already a form of parln 
mtntar> government yet the rising industrial class was not 
sttisftcd with the political control tint it enjoyed Indus- 
trialists were particularly unhappy with the extensive powers 
which the functionaries of the Stitt enjoyed m regulating eco- 
nomic life What they wanted was complete freedom of action 
in running their business enterprises m the manner that appeared 
to suit their interests best 


It would appear strange, indeed that this novel point of 
view of the vested interests should find support in the 
writings of the contemporary economists Tor example, Adi® 
bmitli, who is known as the Father of Political Economy, was 
found advocating, in the course of his writings, a point of view 
which largely suited the interests of the mdustialut? And, 
what is even more strange, that Adam Smith was not the only 
person who put forth and popularised the new ideology As a 
matter of fact, almost all the important thinkers of that time— 
Hume, bentham, Maithus, Ricardo, Nassau Senior and the 
rest, who appeared on the stage one after another, put forth 
a point of view which was more in consonance with the capi- 
talists view of industrial relations than with that of the workers 
„ r,J?r ll l S the econo ™ lsts °f that time started a tradition which 
known a* 0 '? 1 3S F 1,sica ^ Economics and its exponents are 
u a1 classical economists As the classical economists 
SZSXZlZTP 0 * direClIy ° r . md,rcctJ y» the contention of 
wnhXS l' , hey ,r rc ac< r us , cd h y thc,r ktw critics of siding 
wl thi «' v •* labour Such criticism however, 

the Situation urn' 3 * J? n 3 m »mformcd appreciation of 

‘wSClS 1 " as all the contribution i of the 

Vomtofvie\i w ft v v ouId be readily conceded that their 
. delations » jv at ,, y , no me '* ns a nev or novel view of industrial 
sions to wKirh m0st ^ S cncra hs mon of practical conclu- 

ilong with ofl.^« Per c- eriCe ,ndl,stri ' d life had driven them 
of the indimr, 7 . , m an observation of the difficulties 
the new age that f he> h ' ld rained ‘he requirements of 
had alrcadi been^o»v' m ^ g r V d 15 ^ governing classes 
to the comminm, conv , mccd , of the guns that would accrue 
Policy, they rcadik °" y lf ? e V fo, l° wed the new economic 
7 a n accepted the new economic theory, more 
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or less as an intellectual or moral justification of their changed 
outlook. The result was that what had been done so far 
purely for reasons of expediency was now to be carried out as a 
matter of principle. 

The Contribution of Classical Economists 

Broadly speaking, the classical economists had based their 
case on the individual’s desire to maximise personal, material 
happiness or welfare by undergoing the least pain. They credited 
all individuals with such normal, human incentives or impulses, 
and immediately came to the conclusion that if in a society all 
individuals pursued such course of action, intended to enhance 
individual well-being, the result for the whole society would be 
maximum material happiness or welfare, involving minimum 
physical or mental pain for the community. 

The corner-stone of their logic was provided by the im- 
pulse of competition. They envisaged a state of affairs in 
which each individual would freely compete with another 
to further his economic ends. OAnd, to be fair to them, it 
must be stated that such a right and freedom of competition 
they contemplated not for any one section of the people only. 
Rather they imagined a state of affairs in which capitalists 
would compete with brother capitalists, workers would compete 
with fellow workers, capitalists as a clsass -would compete 
with, the workers, peasants would compete among themselves 
and with the landlords, businessmen would compete among them- 
selves and with the consumers, and so on, to secure for them- 
selves the largest share from the national income.* It had been 
assumed by the classical economists that by doing so people 
would be automatically increasing total national wealth and 
human happiness. 

In order to make the field of such competition free and 
unlimited, they advocated laissez faire , which meant non- 
interference by the State in the day to day economic life of die 
people. The basic idea inherent in the concept of laissez faire 
had been ( taken originally from the French thinkers, but its 
practical application mainly in the domain of economic life 
was the contribution of the classical economists. Their con- 
tention was that if the governmental machinery interfered with 
the economic decisions and preferences of the people indivi- 
duals would not be able to produce the quantity and quality 
of goods that they desired, and in such a case material welfare 
would not be of the maximum order. Therefore, after assign- 
ing such elementary duties and tasks to the State as defence 
and maintenance of law and order in the kingdom, they pro- 
ceeded to prescribe a course of policy for it which made it 
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rhligitory on the servants of the State not to interfere in the 
economic life of the people In ocher words, they disapproved 
<f ill governmental notion which under any circumstances was 
hkeK Co restrict the judgement nnd decision of the individual 
to produce or consume whit he desired 

\ow, it must be admitted tint the classical economists 
had propounded their theories in good faith, and it is also 
in undoubted fact that if economic forces, trends and events 
had Ven allowed to operate in the manner suggested or ima 
ginrd b\ them the world pcrhnps would not ln\e become 
such a sorrv place as it irnnlly turned out to be The blame 
for subsequent events therefore, by no chance can be laid at 
the door of the classical economists Their fault, i* an |* 

<r ild onlv be said to consist in a defectise or incomplete Stum 
uid understanding of human nature Tins will become more 
clear as wc proceed withtnevimimfion of the practical working 
af the capitalist economy 
lion Capitalism Works 

It had been assumed 3 for instance, by the classical 
economists that vihen a person decides to invest mown 
m production he inevitably gives employment to a 
number of men and an amouut of materials, the wholesome 
effects of which on the total economy of a country become 
immediately v isible In other words, production of goods by 
individual producer means simultaneous production by him ol 
certain amount of purchasing power for the sellers of land and 
raw materials, for the sellers of power and maclimcs, f5r tht 
sellers of human labour and for the sellers of technical skill 
managerial organisation and efficiency Thus the decision of om 
person to produce goods with the help of a factory or a mill 
automatically causes an increase in the income of a cortsiderabh 
section of the community And a a the number of such producer 
increases the income of the community also increases Bui 
the number of producers would increase only when produc 
non proyed profitable Therefore, one can for this reasot 
py that under capitalism profit is the sine naamj-oi production 
~, ( '\ M ro , ra ^“none need conclude tliatln capitalistic products 
f not <* c y r Such a view apparently would be b° n 
t ie at " trial conditions in which modem indttf 
. UC V°" takes place The emphasis on the profit facto 
_Pj° n y Por tBc reason that the consideration for it atou 
IZ „ A °I? e .J 0 producc What therefore, is to be und« 
a ; ,i|e motive behind capitalistic producton is not 
Pi an altnmt.c nature, Le people do not produce with a v««r 



CAPITALISM 


551 


. >w 


< i 


to do good to the society. Such an opinion could hardly be 
entertained specially when people were seen producing even 
those goods ’ which were only likely to do harm to others , e.g. 
poison gas or the atom bomb. But one should know that 
as long as even injurious production can bring good returns to 
the producer in terms of economic gains, it would be produced. 
It is for this reason that one can say that what the producer 
is mainly and primarily interested in is profit. In fact, 
this is such an important consideration that even a useful 
commodity like bread would not be produced in a large 
quantity if its production is not found to be a profitable 
proposition. 

In the feudal period, on the other hand, people produced 
these items of personal consumption primarily with the view to 
meet personal requirements, irrespective of the fact whether in 
terms of money it was a profitable activity or not. t; ~But under 
capitalism one does not always produce things required for 
personal consumption^' On the contrary, we find persons, who 
are well provided for, producing such commodities as are not at 
all required to meet their individual or families’ needs, e.g. pro- 
duction of iron and steel by Tatas in millions of tons. Ob- 
viously these-commodities are produced in such large quantities 
only out of consideration for profits. This in our judg- 
ment is the main difference between production in the 
capitalist period and production in any other period of human 
history. * ~ 

Characteristics of the Capitalist System of Production 

The other important characteristic of the capitalist system 
of production is that, land having ceased to be the, most 
! productive source . of income, henceforth capital,, goods 1 , 
i.e. machinery, factories, mines, mills, banks, railroads, ship- 
ping lines, etc., become the chief instruments of production. 

* This point is rather controversial in nature. One can, for instance, 
object to this analysis on the ground that profit motive under capitalism 
also finally seeks to provide one with the means to satisfy personal wants. 
In some cases if is, no doubt, true ; in fact in small-scale production this 
is largely true. But one must remember that when we talk of, capitalism 
we do not generally think of small-scale business enterprise. On the 
contrary, at such a time the centre of our attention is large-scale, mechanised 
production made possible by gigantic industrial units, intended to produce 
fabulous returns. Thus our conclusion in substance is valid. A part.ol 
profits thus earned can well be spent on persenal needs and requirements. 
But profits under capitalism, in the main, are earned, in the long. run, ti 
earn more profits and more profits, which are .finally' utilised to exercisl 
power over society and to enjoy.' the knowledge of having' that potVer. 
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The capitalists who own such properly 
power, which they use for en ”SEf'”B ? ” m J profit hot 
entrepreneur who secs on opportunity « «mn “ P ^ 
rows capital, establishes an industrial , P I h 
to build, administrators to organise, workers t » ^ 

,o find a market in which lie cansell Ins pr^uct “f more m » 
what tt cost him to produce Thus, an 

of production, distribution and exchange at ^ct up, ^ ^ 
and demand determining prices, prices d ' ,cl ™“ l " e P ”? 1 ‘ ta | 
profits determining the allocation or land, labour, and cap 
among various enterprises 

The regulator of the capitalist world is price ‘Moiements 

of price determine and condition the working of t P, 
system The function of the price mechanism is to cund t 
both demand and suppl) Price moiemcnu ration ramcim 
supplies The whole system works 'vith certian _ 

simplicity, e g rising prices discourage consumption and 
pnees encourage ,t At the same time it works s ‘* n 
efficiency that it always restrains demand from ot * tr V <“ 
supply in the long period, it functions equally efficienuy w 
other direction too 


The other function of the price mechanism » to dect 
what would be produced how much would-be produced ' UItI , 
what point production of that commodity would come to an en 
If people want a particular commodity and they are prepared 
pay its price, resources would be diverted to this line oi pm* 
duction Like this the price svstem helps in the allocation 
resources It determines both the choice and avenue °f P r<r 
duction ^ zjrS'Zw' 

Every system of production has to rely on some method of 
forecasting Under capitalist production it iSs , price .meclu- 
msm which does all the necessary forecasting for it -As on 
knows, the price mechanism functions mainly through the agen^X 
ol the market The market is the sole economic regulator Ac J, 
ordmg to market price fluctuations men are employed or dismisp 
jed, factories built or dismantled, wealth produced or destroyed, 
progress made or retarded / It is claimed that the price mecha 
msm distributes the factors ol production in each industry 
i the point where thevjnarginal net production is equal to * 
average rate of remuneration and the, marginal cost is equ 
no price The result is optimurrf/' < employinent and 0Ut P^ 
on the one hand, and maximum aggregate satisfaction, on to 
other 
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quantities of suear the ZauL V P r r oducl "S 'urger and hrgtr 
tvitli e\crv mere ns ^ m , PP^ of sugar would increase and 
and ,?V?ce ‘S,M'' CCOrd,nS , t0 the h »« <* ’“PP'> 

apparent that onl/ivh™ I COns ? ntl > *»H It should be 
call) filling th at j a , pIKC of sugar goes on systcmaU 

be able to purchase ^t Th 2 £ cr sectlon s of consumer. Mould 
each producer tries t o p Ju«’ * t " 2 Spmt ° r 
can with mrcease in mtJ 2 ! g , a of sugar as he 

his price, if I 1C wants that h,? nr !J tpUt , hc must agree to reduce 
preference to others Rut . P oduce should sell m the market in 
Other producer, ™,t deduces hi, prtcc 

for according to the defm.t.J, 1 r Cduc ? tI,e,r rc spccti\c prices 
pcrvail two prices m the of a , P crfcct market there cannot 
'the same commodity mC markct ’ at t] * ^mc time, and of 

Falixng Paces and Declining Projits 

from producing o^he^rwu^ts^^rn 10 Sp ' nt , of competition, apart 
of .P. r o fit for the producers pVrS.f^^ j J rcduces the margin 
a helpless position, naturalh ^ ndin 8 thcmseKes in sudh 

profit and, , n order ot '7 t0 a , Vcrt reduction tn 
every measure which hdn V” th,s ’ take resort to 

Profit at least co nstln t, “".^P n ‘ hem ‘o keep the margin of 
The best method of -»* -* 1 actua ^y he increased 

or atf^ ' V ° Uld be to increase * 0 ** * prcc, P ,tatc fal1 «* P rcfit 
.. 6231 prevent it from fallinfr 1C n P nce of the commodity, 

and d?m Slb J C ’ for " hen Pnce is d«er^ Ut If 1 *?** com P etltl °n this 
a c mm ma , nd an mdtvndual Drodur<.J ni,ned the ■* a "' s of suppl) 

t«ST^ dUy §° tJ >e next cou^ Cann °t control the price of 
some m ^ e COst °f production / T^^ Cn ,0 blm ' vou ^ he reduc tv/ 
o”heX aSUre r ° r oth™ CY™ 13 ™y producer can do in 1 

S 25 

, r rX‘r d “ ’£>££?$, ss 

CU the,r a u«> to the foStt h 1 “ re to be persuaded to 
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One can now understand why classical economists had 
believed that competition would not only benefit the capitalist 
but it would also benefit other classes of people, who would-be 
taking part in production or happen to be related to itij^v.-as,- 
in fact, mainly for this reason that they had imagined that with 
increasing production and employment workers would receive 
more and more wagfes^' And it was this optimistic approach to 
production and society which had led them to believe that the 
impulse of competition would compel the producers to distribute 
larger shares to other agents of production, which alone would 
encourage the latter to supply their commodities in increasing 
quantities. All this would result in increased income for the com- 
munity which only would insure the sale of the goods currently 
produced. 

In this manner, one line of industry would be fully 
developed, leaving finally little or no margin of profit for other 
inverstors to enter this line. Then the same story would be 
repeated in another line of production, till that one was 
also fully developed, producing almost identical results for 
producers, workers, sellers of raw materials and other members 
of the community associated with production . After this, still 
another line of poduction would be opened, where also, in the 
long run, the impulse of competition would produce the same 
results. \This process, in fact, would continue until the total 
economy of a country was fully developed, bringing all round - 
prosperity, -well-being and happiness to mankind i^/The sum total 
result for the community would be maximum social welfare — 
'the greatest good of the greatest number’, die ideal promised by 
the political thinkers. 

When the dazzling prospect of such an excellent future 
was held out before humanity, who would have refused to heed 
the words of the classical economists? Who would have not 
agreed to give them at least a chance of substantiating their 
promise? It is also. true that in the beginning the broad outline 
of things rvas turning out to be exactly as had been predicted. 
Capitalist enterprise, in its initial stages, was associated with 
certain amount of dislocation and misery too. But it was readily 
diagnosed to be an evil .associated with every major change in 
the form and method of production. Nearly all seemed to agree 
that in a period of such change certain amount of mis ery and 
suffering was inevitable, and that in the long run man would 
gain from such an involuntary sacrifice. So the protests of the 
dissatisfied and the disgruntled were silenced and those who 
tried to be unduly eloquent in their indictment of the new age 
were disregarded. ' 
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How Things Went Wrong 

\lthough the pjophecics of the classical economists tinned 
out to be largely true >et the) did not pros e _ c omplete!) 
correct Trouble first arose on the side of the workers It had 
been hoped one may recall that with increased production 
wo hers share in national income would increase which 
would mcvitaby bring about allround improvement in 
their economic and soci d conditions As a matter of fact while 
advocating the repeal of governmental regulations which sought 
to nterfere with workers employment and fixation of wage* 
classical economists hid assured automatic improvement m 
these spheres only if the new economic forces were allowed fre 
play For they had hoped that when producers compete amorg 
themselves to employ increasing number of workers they would 
be compelled to meet the demands of the latter, which would 
inevitably cause reduction in the hours work per day arJ 
increase in daily wages 


But in actual experience it was found that the condition of 
the workers was worsening almost in eiers respect In fact, at 
times and on places thev were required to work fifteen to sixteen 
hours per dav and were made to live in the most unhygienic and 
insanitary conditions Their wages were too small to guarantee 
even reasonable livelihood There was deterioration in other 
respects too, and gradually their problem was assuming alarming 
proportions Thu naturally makes it necessary for u* 
o°rS^, aiI i dSCC - h ^ ndh - one ofthc maJ or assumption 
of the classical economists broke down so completely in practice 

with^twn * production on capitalistic lines was associated 
✓firstly it wa« J trends a v h,ch had n . ot been c * ear h foreseen 

-> quickened inrr^ 0 ' CfCC * t ^ at "«?* cn P lce of industrialisation 
rural areas to P c0 P ,e ucre migrating from the 

ment of a caunw^ rb3n Ccntres */’ Secondly .vwdustrial develop- 
m its population^ *tw S ,nva ” atI y accompanied with inciease 

was thaUhesuonlv.J?n TeSU * of tll,s Uvo fold development 
for « This lrtttirtAi* t?? r as S enera H> more than the demand 
it 1 ms irresistibly led to a general depression in the labour 
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market. As the industrialists were primarily interested in 
maximising their return on capital, they tried to take full advan- 
tage of this situation. Consequently workers found them- 
selves in a very unenviable position. Not only were they not 
paid what could be called a living wage, but they were also 
made to work excessively long hours in the most unsatisfactory 
conditions. Thus opened a phase of most remorseless exploi- 
tation of the working classes, • who finding the current of the 
time against them took resort to one preventive measure after 
another. 

But. as ill-luck would have it, each such device adopted by 
the workers only further worsened their condition. For example, 
when the}' found that their daily earnings were insufficient for 
maintaining their families, they sent their women folk also to 
work in the factories. Obviously tire line of approach was 
that, apart from what the male members of the family earned, 
if the women also worked and earned something they would 
bring additional income to the family. Now, when the logic 
of tire workers themselves was such, there could hardly be any- 
thing surprising if female workers were actually offered lesser 
wages in the labour market than men would have been prepared 
to work on. This development in the labour market only streng- 
thened the hands of the industrialists. With increase in the 
supply of labour and with the presence in the labour market 
of a class of workers who were willing to work of their own accord 
on lesser wages than men could agree to, the general wage level 
further went down. Thus, the female workers, who had gone 
to work in the factories to augment the family’s daily earnings* 
only succeeded in reducing the wages of the male workers. 

When this device failed to produce the desired result the 
other thing that the workers possibly could do was to send their 
children als o to work in t he mills and factories. But witlTthe' 
cohhng~or~thcchiidicn in the labour market the situation for 
the workers further deteriorated. As these children could not 
expect to get as much wages as the adults were being paid, they 
agreed to work on a wage which was even lower than what the 
female workers were getting. The producer always calculated 
in terms of costs. It was obvious to him that a woman could 
never work as hard and as long as a male worker could, and it 
was clearer still that a child could work even less than his mother 
could. Thus wage rates sloped down gradually from a du lts 
to juveniles. 

All this only helped to aggravate the nature and magnitude 
of the social malady. The capitalist, being primarily interested 
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in keeping down the costs, forced women and children to work as 
hard and as long as he could make them work. Thus misery 
multiplied, health declined, the resistance of the body to ill* 
ness and mortality diminished, which all culminated in high 
death rates While all these man-made problems were there, 
God also made his token contribution — while death-rate was 
rising birth-rate also m this class of people showed sings of 
alarming increase. At that time one could hardly.sayMyheth<T 
it was the law of natural compensation working or i t w as J_bc 
^ answer of Providence to the greed and cupidity of_man. From 
a study of the prevailing situation the sombre conslusions at 
which Malthus arrived arc known to all. We may not agree 
with those conclusions is another matter. 

Workers Organise ^ 


We have said before that the latter lialf of the eighteenth 
century, politically speaking, was a revolutionary age- 
,U\ the coming of the nineteenth century, however, the 
political approach to die problems of life and* society was not 
oy any chance given up; in fact it became only more intensified 
t ^ c workers found themselves in such a sony 

th ^. set ab out the task of organising themselves on a class 
1 tilc , ldca of formin g ^ade unions was bom and, 
Sn! w^ h r° US ^ U - thc ‘ n l dustr,,aI P art3 ° r Great Britain trade 
'vere formed in quick succession and in the midst of 
■ ThC mam ob i cct of these trade unions was 
dnm im r rovcmcnt in the working and living eondi- 

teneawdlv a r0u $ h °®»niied, collective action. The> 

redress the,/??* Cd t0 dl< j> Statc autbo rity to intervene and 
SuS But Uie Government of diat time 

KcidS , ^ UlC P° lic y it had revised only a 

found the Stntr fjj'-.i, ^°. nset l UcIl tIy, when the trade union leader? 
called uponthl towards U,e workers' demands, th^ 

mastts m atem £** ^ S ° 0n , strike * ith a view to compel their 
successful and on oth^ dcma ? ds ' Sometimes these strikes were 
course of dme , nrf b er occasions they failed miserably. But in 
union organisation. i”" 1 accutnu i at ing experience these trade 
sure on the ind, K . r ; stron ger and their combined pr«* 

and weight of th** r a " sts mcr eased, in spite of the sympathy 
more on the ^emmoit being, for all practical purposes, 
Employers did *? c ,ndu «rialists than of tlie labourer, 

of the workers and Ut thc j c ? u * d to curb the turbulent sp*«j 
smash their militant P r ° cecdc d to break their organisation and 
the trade union acllon V ■>“< against all difficultiB 

k niiatiou contiuucd to make headway. 
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This unrest and strife, however, could not be allowed to 
continue for long. Slowly and gradually Great Britain was 
drifting more and more towards democratic forms of Govern- 
ment. Parliamentary democracy necessarily meant respect for 
the point of view of the common man. So British Parliaments 
gradually proceeded to redress the grievances of the industrial 
masses. Each legislative measure passed to protect their interests, 
however, encouraged the working classes to press for greater 
safeguarding of their interests. In this way Acts after Acts were 
passed by the House of Commons to compel the industrialists 
to meet the point of view of the workers. Industrialists gene- 
rally opposed such legislation. Their argument was that each 
concession they had to grant to workers on the behest of the State 
meant further increase in the costs of production. Consequently 
they spared no efforts to oppose the Government’s desire to 
protect the workers and to resist the demands of the workers 
generally. But the swing of time was now in favour of the under- 
dog and , therefore, the employers’ efforts to the contrary proved 
of little avail. At the most they could succeed only in slowing 
the pace of labour legislation. 

The Deadlock 

What was capital’s answer to this challenge ? The answer, 
in fact, was provided by the peculiar nature of the 
capitalist production itself. With evei'y advance in industrial 
production more, better and cheaper machines were being 
produced. Increasing use of these machines, apart from pro- 
ducing more and cheaper goods, also reduced the number of 
workers employed in industrial establishments. Therefore, 
particularly for this reason, industrialists found it, in the long run, 
more economical to have these highly expensive machines 
rather than to employ large number of workers, -whose daily 
increasing wage demands were regarded an intolerable burden 
on industries. In other words, as these machines proved to be 
labour saving devices they could be conveninetly used as an 
effective weapon to break the resistance of the workers’ trade 
unions. 

The second prong of the capitalist attack was provided by 
llie factor of monopoly. Industrialists from their long experience 
had learnt that unlimited competition only undermined their 
own relative position, individually as well as collectively. ,The 
more the producers competed among themselves the more they 
weakened their own position. Therefore, capitalists as a class 
came to realise that it would be infinitely better to combine 
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Combination among producers along monopolistic lm« 
helps them to command large financial resources t\itb suen 
vastly increased capital resources expensive labour saving macm 
ups are ordered for Thus, when the demand for capital goods 
increases there comes to prevail great prosperity m the capital 
poods producing industries And when the margin of profit is 
iourd to be larger in the capital goods producing industries 
'arger investments are attracted towards them, resulting soar 
times m their disnroportioiiatc expansion and unbalanced 
development Ordinarily there should be nothing wrong w 
such a tendency, for the growth of this class of industries should 
in the long run, only help to give more employment to men and 
materials in a countn 

But there arc some peculiar characteristics of the uidvs 
tries producing capital goods which cause all the comphcaOonL 
Production in these industries happens to be rather ‘round about 
in character As die production of michmes takes long time, 
conditions obtaining in such industries cannot be directly related 
to the demand for them, neither this ‘indirect’ production u 
related to the actual conditions obtaining m the business world 
In marked contrast to this, conditions in the industries produ 
cmg consumer goods are directly related to the demand from 
the public for such goods The relation being of a direct 
nature expansion in them can only take place when there is 
i lereased demand for the goods produced by them Similarly, 
when there is contraction in the demand for such goods, one 
can easily imagine contraction in the production of such goods 
jOn the other hand m the capital goods industries, as the 
jdemand for capital goods is a derived-demand from the demand 
jfot consumer goods, production of capital goods cannot be mi 
mediately or directly related to the demand for consumer good* 
In other words, production or capital goods is not directly related 
to the market conditions obtaining in the business world 

To illustrate our argument let us take a practical example- 
Suppose the demand for consumer goods is showing signs ol 
no-ease As a result of such increase production of consumer 
eoods would be increased And when these industries begin to 
1 roduce larger bulks of goods and these goods are sold with J* 
profitable margin, the owners of such industries would be inclined 
to order more machines to be used in the running of such indus* 
tries Proprietors of capital goods, seeing larger demand for their 
output, would either start producing more capital goods or, if 
demand is verv great, they would set about planning expansion of 
l wir industries b% starting new ones m order to promice molt 
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capital goods in the yeans to come. But all this naturally takes 
time, and consequently sometimes it so happens that by the time 
large number of machines and plants are produced the demand 
for the same from the consumer goods industries is reduced. 
Such a situation in the real world is not only possible but, in 
certain circumstances, altogether inevitable. 

For example, there is at present great demand for capital 
goods, plants, machines, etc. all over the world. U. S. A. happens 
to be the only fortunate country which can largely meet such 
world demand. Therefore, in order to meet this increased 
demand for machines and plants, American producers, for 
instance, at present are doing two things. They are either 
trying to produce as many machines as their present producing 
capacity can allow them to produce or are planning the setting 
up of fresh capital goods industries with a view to produce 
more machines and plants in the years to come. Both these 
processes, however, will take time. So it is quite possible that 
U. S. A. may not be in a position to meet the total world 
demand for machines before the year 1956. 

Now, the danger is that when American producers have 
invested billions and billions of dollars in the production of 
these goods and in the expansion of such industries it is revealed 
that, on account of the demand for consumer goods having in the 
mean time declined for various reasons, industrialists all over the 
world are not in a mood to order as many machines as they had 
hoped to buy originally. When this comes to be known great 
nervousness and consequent panic would prevail in the capital 
goods industries. At such a time prices of their shares an d 
securities would decline. But this would only further inte nsify the 
panic7~HoIHSTor such shares Imc Lsecurrli cs... would. start dis- 
posing them ~df~ih a iTClT ry~~and excite ment. Thus capital 
woulthbe- m thdrawnrfrgm'tEese industries, leading to the closing 
dow n of many of them.\>ft may be noted that it is this p epuliao 
featiire oflhecapital goodsTndustries Tvnic h is rcsponsTb lcTfo/^ 
mos ThTTfi o fortunes in modern 'times lC^ . 

When such a situation develops usually it takes long- time 
to effect corrections in these industries. In the meanwhile 
stagnation sets in. Slump conditions conic to prevai l cau-i 
sing reduction in the employment ol plant, men and nuitc-j 
. rials, which depress both wages and prices. At a time like! 
this the Stock Exchange loses confidence and credits are 
called in. The financial crisis parting from the Stock Ex- 
change spreads to the industries producing means of produc- 
tion in an intensified form. The collapse or closing down of 
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the capital goods industries causes further unemployment in the 
labour market which, through lowered demand, spreads la 
an aggra\ated form to the consumer goods industries 
This causes unemlployment on an increasingly wider scale 
In the mean time full scale slump sets m when every depart 
ment of production is affected adversely, leading to full fledged 
economic depression 


Let us now analyse booms and slumps in their proper 
sequence In a phase of recovery producers generally are 
optimistic Seeing the prospect of high profits they are inclined 
to expand their individual scales of production More pro- 
duction means more employment of men, materials and machuies 
More employment of these factors leads to greater disbursement 
of purchasing power to the community With greater purchas 
mg power m their hands consumers go to the market to pur 
chase all kinds of consumer goods Thus, when the demand 
tor consumer goods is high prices rise And when prices rise 
profits also nse So in the expectation of continued rise 
m prices and m anticipation of high -rates of profits pro- 
ducers expand their scales of production Still further But 
production can increase further only when producers are pre- 
pared to pay higher remuneration to workers, technicians 
managers, organisers, to suppliers of raw materials, machines and 
fZ-V? the s . u PP'" rs of cred.t, i c banker* For ihe 

m pa “z.rrt 

nlace onlv ~ ” nd “at more production takes 

Place only at a higher cost of production 


fit, produ?uon P mc^i r ftrfJ “ ex P cctat,on of P ro ' 

Tactors of production Wrf agentS in 5 

prices for their service » a Stl * hl 2 her remuneration a«d 

situation luwcvcr fan an ,^^’ 00 ^, x,ee ^ e 6 m production Tbs 
vjuview of costs of produrhn ^ a loued to P re%ad indefinitely 
be less inclined to rapidly producers would 

which tiicy'cOTsum^ ^gher pricesjor the goods and service* 
I ill nrr II\ Lprmt iF 1 ^ 00 * 1 ' 6 process As thewage- 

wtpjoduuioi 11 , »r«** t0bC “ e digest single item m the costs 

ofstrength would start W^H aUStllCS at , tills fta S c an acute trial 
demands of the wort™ , fapJtaluts and workers Partly the 

'’> P-Mcd hj the c^pnalZt* Zf" bu, P a « l >- tf ie> "°«> d bc 
i ists by ordering more expensive machu cs 
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which, in effect, reduce die wage bill that producers other- 
wise would have paid to workers. But, in spite of- all efforts 
to the contrary, costs of production go on rising, prices following 
the lead given by rising costs. Thus, on account of rising prices, 
the workers’ cost of living also goes on rising. In order to cover 
this increased cost of living they become even more insistent 
for increased wages. But at this stage all the efforts and 
energies of the capitalists are directed to ‘rationalising’ and 
decreasing costs of production, mainly by reducing man power 
and its share in production. 


While all this is happening capital goods producing indus- 
tries are making good profits. Consequently more and more 
people invest their capital in such industries. At such a time 
prices of the shares and securities of the capital goods indus- 
tries rise unduly. Capital goods industries thus go on expan- 
ding without showing much appreciation of the conditions 
obtaining in the real world. But, as we have seen, working 
classes generally, on account of increasing use of machines in 
production and monopolistic tendencies on the part of the 
producers, do not in times like these get as much wages as they 
should. In fact, money wages are not only not equal to the 
increased cost of living but they actually lag behind the marginal 
productivity of labour, xiii ' other Avoids, wor kers do not g etj 
the -equivalent of the value that they produce. The result is 
that while pihducTi6h'i's“sl;iirmcfeasi'ng“'ar'' a"'tremcndous pace 
the consuming capacity of the community ceases to increase 
in the same proportion or at the same rate. 


The other significant tendency on the part of the producer 
at such a time is .to produce as much as is physically possible 
for him. One of the major defects of the capitalist system is 
that production unden .it takes place without^ produc er s know ing 
| exactly _the . possilhc^3Lolujnc_*qT3c : m and ...jomsuch things, from 
\ the_xonsumers. The other defect- is that each producer seeks 
to increase his volume of production wdthout disclosing to other 
producers his scale of expanded production. So every pro- 
ducer is , for all practical purposes, in the dark about the in- 
crease in the scale of production of the other producer. Thus, 
while sometimes the total quantity thus produced is less than 
the total demand for it, at other times it is just equal, to it or 
even more th.an the total demand. When, the last .situation 
ariges it js a . case of ;over- production in. relation to currentvde- 
rnaitd; . ; .... r.:..: 
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Economic Depression 

Trouble at such a time usually starts like this As costs 
of production rise prices also rise With rising prices, goods 
currently produced are not sold Thus, from year to year 
producers and wholesalers carry forward accumulated stocks 
of goods With the accumulation of unsold goods prices show 
downward trend But when the danger of falling prices 
faces die producers the\ generally become cautious Banks 
at this time are inclined to put stringent conditions on advancirg 
credit Rates of interest <oar high At this stage conditions 
become practically stationary in the business world — there « 
neither expansion nor contraction lor the time being Hut 
under capitalism a stat onan situation, for all practical pur 
poses, is as dangerous as a declining one Usually capitalist 
economy is cither expanding or contracting , it seldom remains 
stationary In fact a stationary condition is often the har 
Dinger of cm) Such is the dynamics of the capitalist system of 
production It cannot be easily explained with the help of 
logic or reason But this is what usually happens As each 
system of production has its own laws of movement, capitalism 
reveals this peculiar dynamics 


iVlM .** 0 ' vc ' cr, 1 as soon as the stationary position is reached 
S complete stagnation m the sphere of production As 
we Im e mentioned before, at a time like this trouble starts mainly 
from the capital goods industries, which being unduly 
d "t° P 0 'f £? afr ' C ", d first TW » asharplll ra dm 
milS c“L h or a 1 d j' cum,K Adirat-dciclopmralsj 

income of the “dimnrs ^ ead a reduction in the aggregate \j 
there Montd diminution in total income 

S S be 3 r -%"> the demand for consutnet 

do™ ge^?alW^ ,h ' r ' a 3 fa “ » P"“ S’ 

industries Wh™ C ausing dccl,ne also in the consumer goods 
caned ^oldm fo? c C 3 °" S t U f ,Cr ^ ”*»«"« a * hard hit they 
in the Industrie nt a 5 ^ 8 c °ds, which causes further decline 
of panic begin S oods Im estors in a state 

Now the car of t "9 raw *h eIr capital from tliese industries 
developments taVp p , ,sm ,s ,n the reserse gear Disastrous 
sensational par*- 4nf CC c? ^ u,c ^ succession and almost at a 
m no time IWri**! effort and enterprise of years is ruined 
which causes o 0 t ° } ”l ent b f comcs universal experience, 
down Raw nd i Pest,Ience Industries are clos«i 

Thus there is an all an ? P°"cr resources remain unsold 
country but, one aft^”i Un ' “ depression affecting not only one 
r ur, one af ter another, all the countries of the world 
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As in the modem period of history different parts of the 
world are inter-linked and inter-dependent in one sense or 
another, if there is prosperity in one part of the world it 
invariabley spreads to other parts. If, on the other hand, there 
is depression in one part, it irresistibly spreads to other parts. 
Such is the nature of the economy of the present-day world. 

, With the onset of the depression, along with its financial 
and otheFrep ercussi ons affecting the national and international 
economy at large and with widespread economic misery and 
social distress, the critical juncture is reached. From this 
nadir the decline again leads to improvement and now dynamic 
movement is in right gear. The same process is repeated, 
which again culminates in a crisis ’ Thus, it would be seen that 
between one crisis and another industry passes through a certain 
circle or, as it i s called, cycle. It is for this reason that the 
whole phenomenon is known as trade cycle. As an illus- 
tration it would be worth noting that in the period 
before the First World War the following was the pat- 
tern of crisis, depression and recovery. Crisis in the financial 
or the capital market usually gave place to depression, then 
this depression passed over into moderate revival. ^The re- 
vival in turn gave place to a period of prosperity, when expan- 
sion and race for profits reached their highest points. Then 
a crisis came and the cycle was begun anew. pFhus i t woul d 
appear thatj he ca pitalist system is associated with-a'-sort of 
tidal movement: — increasing prosp erity ri sing to a boom, theny 
bursting and falling into a slump occasioned by a financial 
crisis, after which recovery gradually sets in again. 

Symptoms of Permanent Depression 

It has been noticed of late that with advance in industrial 
production economic depressions are becoming more and more 
severe in their impact. The result is that usually it takes a 
long time to clear the debris of devastation and misery' caused 
by a depression. Moreover, as the nature of the world economy 
is becoming more and more industrial economic depressions 
show pronounced tendency of affecting larger and larger re- 
gions of the world. Furthermore, the more industrially advanced 
a country' is the more hard hit it is by the violent impact of a 
depression. Consequently, in the present century the economy 
of the United States was always affected first, and also most, 
by the violence of a depression. But, what is even more alarm- 
ing, of late a sort of permanent depression is becoming inse- 
parably associated with the capitalist economy. While in the 
old days unemployment increased and available .resources.- 
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could not be fully utilised onl> in a state of depression, it is 
now being noticed that even when the boom is touching die 
peak point there is considerable uncmplojmcnt of men and 
materials In other words, depression is becoming endemic 
in the capitalist s>stcm This is sureh a disturbing 
sign from ulich some authorities have drawn die conclusion 
J** 1 Ca /r , m ln advanced stages would show increasing 
duett o fa * UrC *° utl “ c furrcntl > available resources in pro- 

nf tI* i'¥ fr0m sudl a belief that an economist of the eminence 
nroTini Kc, j M am ' cd at Ult “nclus.on tliat as capitals! 
sciT.uT” ° n ,t! coursc nct ""otlncnt on print' 
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from >car to >?ar should f L!!| d *h*K Stale expenditure 
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them) to change the nature of production is most serious. When 
producers are faced with the awkward possibility of falling 
prices they try to divert their investments more and more to- 
wards the development of ‘secondary’ and ‘tertiary’ industries, 
which are devoted to the production of all kinds of luxury goods, 
armaments, harmful commodities and drugs, like opium, cocaine, 
heroin, etc. As there is great inequality of income in the 
society, even such superfluous, useless and harmful commodi- 
ties are produced and fetch good prices, when the majority of 
the people do not have even two squaxe-mealsi Thus, for the 
time being the problem of capitalism is solved, and the pre- 
cipitate fall in prices is prevented. But, as we have seen, this 
problem is solved only for a short while, for the evil day can- 
not be postponed for long, much less for ever. Ultimately 
when it is discovered that even such goods have been produced 
in larger quantity than can be sold at reasonable prices, con- 
ditions of slump come to prevail. But, apart from slump and 
crisis and depression, the question is how far economically, 
ethically or morally the production of such superfluous or harm- 
ful goods can be approved or justified when the majority of 
people in the world remain hungry or underfed, apart from 
going without other necessaries of life. 

The Need for Change 

There are several theories propounded by professional 
economists and others which seek to explain the various phases 
of capitalist production. It would be hardly appropriate 
to examine them here, for they form part of economic theory 
which is meant for the study of advanced students of the subject. 
For our pruposes this simplified and elementary description of 
the phenomenon of the trade cycle wolud suffice for understand- 
ing and realising the necessity of changing the system for some- 
thing better. It must have appeared to our readers a strange and 
serious matter indeed that such cataclysmic chan ges should take 
place in our system now and then without rhyme or reason. 
What is still -worse, crises and depressions sharpen class contradic- 
tions and aggravate the unenviable condition of the workers 
by increasing unemployment at a tremendous rate. Such a 
situation compels the working classes, who formerly tended to 
be at peace -with captalism, to become active in the struggle 
against it. We can support this by oui experience during 
the economic depression of 1929-32. For example, with- 
in two years of the depression Germany was on the verge of 
revolution, many States abandoned democracy for dictator- 
ship, five South American republics suffered revolution, a 
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war was brewing In the Far East Finally, Italy and German) 
toot to national militarism From this one can conclude what 
a dangerous thing is economic depression in the life of a nation. 
The colossal price which it demands in terms of suHhringr^* 
treme poverty, wide-sjiread pestilence and unbearable trial 
of the human soul is simpl) incalculable That it also be- 
comes the strongest single argument in fa\our of world vws 
ts another aspect of the matter which we will be discussing 
in the following chapter 



CHAPTER LV 
SOCIALISM 


Promises Not Fulfilled 

The advocates and exponents of the capitalist system had 
held out the promise of a form of industrial production that 
would create a millennium in which by practising the prin- 
ciples of competitive, private enterprise not only the people 
of one country would become happy and prosperous but the 
whole world would be enabled to participate in that feast of 
well-being and progress, more or less on an equal basis. They 
had also predicted universal harmony and peace in the salub- 
rious climate of which each part of the world would develop 
economically, without giving cause to friction or conflict be- 
tween the interests of one country and another.. But what was 
world’s acutal experience? 

Even in the industrially advanced countries prosperity 
and happiness had not become a common experience, 
nor was plenty shared equally by all wherever it existed. In 
fact, while one class of people had become rich out of all 
proportion, the vast multitude was left to live the life of want, 
poverty, misery and privation. The economic development 
of the world, instead of following any easy or smooth course, 
had come to a standstill in many parts due to the attitude 
of the adventurous and ambitious nations, which sought to 
perpetuate the economic backwardness of the less developed 
countries in order to be able to sell to them their own manu- 
factured goods. 

Further, it had been assumed that the principle of Laissez 
faire would be equally applicable in the sphere of international 
trade, and if the latter was allowed to take its own course, un- 
regulated and unrestricted by any external authority, it would 
confer benefits on undeveloped countries as much as on 
the developed ones. But in reality, specially after the emer- 
gence of such ambitious competitors as Germany, U. S. A. 
and Japan, internaicnal trade ceased to be conducted on the 
principles of free trade. In fact, foreign trade came to be in- 
creasing!) hacked, hccsrcd ard bolstered up with duties, tariffs 
and quotas, adopted by the Governments ot the countries which 
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were in a hurry to take lead in the competitive race of in- 
ternational economy. 

Thus, combined world economic development on any fair and 
equal basis became an impossibility The industrially advanced 
nations had managed to gam political foothold in the back- 
ward parts of the world, where they tried to establish exclusive 
rights of selling manufactured goods as well as of investing 
surplus finance capital by deliberately thwarting and crippling 
the economies of such areas. ' 


Similar privileges were claimed by other countries which 
entered the fray a little later. This led to a trial of strength 
between the industrially advanced nations, on the one hand, 
and between these and the backward areas of the world, 
on the other, on the issue of colonial exploitation. These 
developments made the dreams of world peace and progress 
impossible As a matter of fact with the march of time fric- 
tion and conflict between the rival capitalist nations orl) 
increased further which compelled them to adopt open!) 
imperialistic role s m world politics 


When matters had become so complicated and the dream 
”, T vc ‘? al ' ve| l-bcing, prosperity and peace had disappeared 
" kT C Jj a,r » alt , enl P ts by the students of the subject began 
to be made to analyse the nature of the malady with a 
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helpful ggested remedies, would perhaps be more 
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freedom, equality, justice, rationality and ‘the greatest happiness 
of the greatest number,’ its critics could hardly feel sure of their 
own criticism or create much impression on others. 

But since capitalism had now produced its own nemesis, 
in the form of booms and slumps, crisis and depression, un- 
employment and poverty, international friction and war, the 
voice of its critics became more strident and their logic more 
convincing. They offered all manner of explanations and 
suggested a variety of remedies. While some adopted a cons- 
tructive approach, basing their case on reform and education, 
others seemed to run amuck under the intoxication of their 
own • irrational approach. Bor example, first came those ro- 
mantic reactionaries who advocated the breaking of machine s 
as a remedy of all the ills which had been created by capitalism, 
and pleaded for a return to the past. But, naturally, such in- 
sanity could not prevail for long, much less succeed in its pur- 
pose. Then came those who began to dream of a heaven which 
could be created on this earth only if men decided to co-operat e, 
instead of competing among themselves. Robert Owen, the 
chief exponent of this idea, went to the extent of establish- 
ing one such ideal society, where by the elimination of disor- 
derly competition and faulty education mankind was inten- 
ded to be won back to the path of progress and peace, through 
a reassertion of the religious, moral, cultural and ethical values. 
But to the practical and realistic imagination of the people of 
that time this innocent panacea did not appear to solve the 
colosgal problem that was capitalism with all it's evil manifes- 
tations. 

Others advocated still different views and policies. But 
almost all of them happened to lay emphasis on the organi- 
sation of workers on- trade union lines, which was supposed 
to compel the employers to yield all that - their employees 
wanted. As a result of this emphasis trade unions were 
formed in Great Britain as well as in the European • countries. 
But the organisation of workers on trade union lines 
only further intensified tire struggle between labour and capital 
instead of resolving it. In answer to workers’ organisa- 
tion, industrialists combined to beat the 'former at their own 
h game. So the conflict and ensuing struggle between the two 
assumed serious and alarming proportions. At this stage 
another view seemed to gain popularity, — one ‘which attribu- 
ted all economic and social ills to the idea and institution of 
private property. Proudhon, the French thinker, shouted t 
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‘ Property 15 theft , p roperty owners ar e tfocvgu! Hu argu 
ment was that if somehow property could be abolished even 
thing would be well with the economic world 

But still the critics of the capitalist system were as much in 
doubt about the real nature of die capitalist evil as its advo- 
cates and exponents were mystified and bewildered by m 
intractable ways In view of this everybody seemed to W 
groping in the dark, without finding the end of the blind 
alley The idealists and die Utopians failed in suggesting 
a way out of the great impasse , while revolutionaries realised 
the futility of their radical doctrines 

All those who criticised and condemned the capi talist 
system are broadly known as "socialists a nd "al l their 
dre a ries "a r e pin Ti nde r ~Gire h ead ‘ Socialism They al* 
soUgUl lb 1 eiorm^ reject or replace capitalism by suggest^ 
schemes of radical social reform and equitable distribution 
But nearly all of them failed to suggest anything of a practice 
nature, which could achieve the desired end And even 
those who did succeed in suggesting an alternative failed to 
mention or devise the agency which could abolish capital ' 5111 
and replace it by a more humane system Being idealistic in 
their approach, the schemes they suggested turned out to be 
unpractical Utopias All of them thundeied against the cr 
nunahty of a sy tern which enabled a class of idle rich to pro*' 
per by exploiting the honest labour of others, but n«r 
succeeded in giving the outlines of a system which could taK 
its place It was only Karl Marx s comprehensive and sp 1 
thetic genius which ultimately gave a more or less scientn f 
explanation of the defects and wrongs of the industrial phert 
mena and also indicated the agency through the efforts an‘ 
lmtiative of which capitalism could be overthrown and Socialm 
enthroned m its place Believers in such a point of view arc 
also known as socialists 


Tfo Socialist Thesis 
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which, while mainly emphasising the economic approach and 
explanation, take inspiration from and come very near the 
socialist doctrine.* In view of these varied, divergent and in 
certain respects conflicting view points it would be difficult to 
define Socialism in a manner as to make it acceptable 
to all these, schools of thought. For example, George 
Bernard Shaw defines Socialism as “the complete dis- 
carding of the institution of private property and the 

division of the resultant public income equally and indiscri- 
minately among the entire population , 55 a description which 
would not apply to the social order advocated by many so- 
cialists. Hence, instead of attempting a generally acceptable 
definition of Socialism, it would be better for our purposes if we 
elucidated’its basic principles, defined its objectives, and indica- 
ted the means of achieving it. 

Socialists seek to explain all the evils associated with modern 
industrial society in terms of the innate and inherent defects of the 
capitalist system of production. For instance, they trace the 
source of all trouble in the industrialists’ competitive greed for 
profit and draw the conclusion that so long as production was 
based on such a narrow and irrational consideration universal 
plenty and general well-being could never be achieved. They 
argue that as after a stage it pays a capitalist more to produce 
less (for rising production causes a fall both in prices and profits), 
the greed for profit would always serve as a brake on production. 
So, in their view, in order to ensure plenty and prosperity for all 
it is necessary for the profit motive to cease to be the main 
criterion. and motive of production. 

But when profit is abolished no industrialist would like to 
produce, for under capitalism goods are not produced for altruis- 
tic reasons. Accordingly, socialists say that, instead of private 
individuals being allowed to remain the owners and controllers 
- of production, all factors and means of production should be 
owned by the State , which should produce goods not for profit 


* Even apart from these points of view which are socialistic in origin 
and inspiration, there arc some political cults which claim to be socialist 
in form and content yet are not socialist in substance and reality. National 
'."Socialism of Hitler’s Germany would serve as a good illustration. 
National Socialism no doubt included in its programme some mch features 
as closely resembled ‘Socialism, but it would be a mistake to consider 
Nazism under Socialism, for, if anything. National Socialism was a reaction 
Against Socialism. 
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but for consumption by the community.* In other words, when 
State comes to produce goods, naturally, that quantity would be 
produced which is needed by the people at large, irrespective 
of the fact whether it yielded profit or loss And if m a parti- 
cular line of production Jo's was incurred, it would be made good 
in other lines of production If, on the other hand, there was 
profit m such production this surplus would be added to the 
general revenue of the State, which would be spent on the common 
welfare of ihe people 

With the disappearance of profit as an impelling force m 

f iroduction competition would automatically cease to exist, at 
east in the «hapc in which we find it today And if m the 
socialist society also there is competition it is of a different sort 
altogether and has different objectives There individuals vie 
with one another in producing more goods with a view to siren 
gthen the hands of the State to provide better defence and 
such other facilities for the common people Furthermo c» 
once unhealthy competition as a principle of production is dis 
carded, most of the problems of the workimg classes are auto- 
matically solved The labour problem as such arises mainly 
from the desire of the capitalist to pay to the worker as little as 
possible The workers resent this and try to resist by taking 
resort to all kinds of devices, desirable and undesirable, to cam 
a reasonable wage But success m this line usually becomes 
diliicult for the workers because of the spirit of competition in 
their ranks undermining their collective discipline and cLisJ 
solidarity And when the workers iry to eliminate this ev)l of 
competition from their ranks by forming trade unions capi 
talists also combine, and in the ensuing trial of strength its* 
usually the capitalist class which finds itself favourably placed 
to carry through its point of view 

S , l i£ l Problems under socialism would be automatical!) 
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would give to the workers what is needed toi ensure them adequate 
wage. In the early stages wages may not be very high. But as 
the socialist experiment gets into stride and all-round progress is 
made in that direction the wages of the working classes would 
rise rapidly. The socialist State being no private agency , seeking 
to enrich itself as the capitalist does, whatever the workers pro- 
duce would, in the long run, accrue to them, either in the shape 
of higher wages or in the form of other concessions and facilities. 
Thus exploitation of workers would come to an end. 

Similarly, unemployment, strikes and lock-outs and other 
allied industrial evils would cease to exist. Unemployment, 
for example, mostly takes place when either the supply of labour 
is more than the demand for it or when there is deliberate 
attempt on the part of capitalists to curtail production with a 
view to preventing the impending fall in prices as caused by 
over-production of goods. Under socialism no such contingency 
would arise, for the very first article of faith with the 
socialist authorities would be maintaining full employment. 
Therefore all those who are willing to work, are physi- 
cally fit to work and can work on the prevailing rates 
would be provided with work. There may be unemployment 
of a temporary nature, caused by a change-over from one line 
of production to another or as occassioned by similar other short 
time factors. But in no case can there be any such thing as long 
time or permanent unemployment. Similarly , strikes and lock- 
outs would have no place in a socialist order. 

The main objective, it may be emphasised again, before 
such a society would be to employ all men and materials avail- 
able in the country and with their aid to concentrate primarily 
on the production of necessaries of life so as to provide all a 
reasonable standard of life. And after all the people have had 
a substantial measure of these necessaries efforts would be 
made to produce comforts and luxuries. Thus under social- 
ism there would be ever increasing avenues of employment. 
And, finally, if any such stage is reached when with the 
aid of highly mechanised forms of production all the good 
things of life have been produced and still there arc some people 
in need of employment then hours of work would be curtailed. 
In fact, a measure of curtailment of the axerage horns of uoik 
would be necessary even in the beginning ol tfic socialist experi- 
ment. And this reduction m work would become even more pro- 
nounced in later stages, for the ideal then would be to piovide em- 
ployment to each and all, even if such employment means work 
only for an hour or so per day. Certainly such an arrangement 
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would be infinitely better than the present one m which, 
while a large number of people remain unemployed, others 
h ive to work so long and hard that their health and lives are 
seriously impaired 

One of the most serious indictments of the capitalist civili- 
sation is that it produces appalling inequality of incomes in its 
v inous economic and social groups As one knows, such glar- 
ing inequalities mostly arne from the fact that while a small 
i umbei comes to own production the vast majority are reduced 
to the status of meie hewers of wood and drawers of water 
Socialists are strongly opposed to such gro.s inequalities, they 
maintain that when the task of production is taken over by the 
State the possibility of such inequality would not arise and thu 
problem would be solved without much difficulty 

One may, however, object that the ownership of produc 
non is not the only factor which causes inequality of incomes 
Unequal salaries and wages also can and do cause a measure of 
inequality Socialists for this reason do not believe in paying 
grossly unequal salaries or wages to different classes of people 
In an ideal socialist sociely, therefore, people would not be paid 
according to their work but they would get according to their 
needs When such becomes the order of things inequality of 
incomes would automatically disappear But socialists do realise 
il e necessity of paying m the transitional period different salaries 
i id wages io different classes of workers, for they rightly think 
that if some such compromise is not accepted as a temporary 
measure production might be adversely affected in the initial 
stages or the socialist experiment As human nature cannot be 
reformed at one stroke, they accept this an important com 
promise with their high principles But even such inequality as 
Bliueli to be caused by paying unequal salaries they seek to 
principle of pubhc fina r) ^ , J°® rcsslve Nation as an important 
Smaller Reforms 
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things would come first and most strict adherence to a social and 
ethical priority would be observed. 

At present vast funds are spent and squandered away on 
advertisements and in organising sale publicity by competitive 
producers, who want their own goods to sell in preference to rival 
goods produced by others. Considered from the social angle 
such expenditure is net waste. When the total supply of goods 
happens to be less than the total demand for them there is no 
wisdom or reason in wasting large resources, financial and other, 
on organising sale publicity. As in the socialist society there 
would be no competing producers the question of wast- 
ing such large resources on advertisements would not arise at 
all. The socialist authority, keeping in view the choice and 
preferences of the consuming public, would try to produce only 
such goods as happen to be generally in demand and the con- 
sumption of which is not likely to harm the people. Incidentally 
it may also be mentioned that the modern practice of adulterat- 
ing commodities and drugs, which has become a habit with 
unscrupulous producers, can have no place in the socialist 
scheme of things. 

Moreover, as is so well known, in a crisis our industrialists 
have to destroy a good part of what they have produced, when 
there is danger of a drastic fall in prices. Thus, while millions 
of people are hungry and naked, large quantities of socially 
useful and necessary goods are delibetrately and remorselessly 
destroyed. Similarly, in order to get the best returns from the 
exitsing capital investment, industrialists try to suppress scien- 
tific inventions on which they have often spent millions. If 
the invention or discovery in question turns out to be of such a 
i evolutionary nature that in order to accept and introduce it the 
industrialist concerned has to pull down his entire industrial 
superstructure then he prefers to keep that scientific foimula a 
sealed secret for a long time or for ever. In consequence of such 
practice, which is not uncommon, humanity is cheated of its 
advancing w'isdom and prevented from deriving any benefit 
trom such scientific inventions. This is, however, only one 
aspect of the tragedy. The other aspect is that if a person, 
who is new' to a business, comes across some such invention as is 
likely to curtail the cost of production drastically, he would 
readily adopt it and thus indirectly compel rival producers to 
write off their entire industrial equipment, if they want to exist 
in that line of production. Thus industrial equipment worth 
billions is sometimes wasted in no time because of this 
competitive laotor. Society suffers as a result of both these 
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situations When, however, State comes to be directly responsi- 
ble for production as would happen in a socialist society, 
these forms of social and economic waste would be conveniently 
1 voided 

How it mil Happen 

All this seems too good to be true One may Well 
aslv who will bring about such a great change and how 7 
In other words one would like to know the ways and 
means which socialists prescribe for bringing about such drastic 
economic political and social changes It would be interest 
mg to know that conceptions as to the methods whereby 
socialist ideals are to be realised vary considerably The methods 
uid means suggested vary with the temper and tone of the parti 
tular socialist ideology Revolutionary socialists particularly 
believe that the workers being the worst sufferers from the 
wrongs created by capitalism it is they who should organise 
to fight the battle for socialism In other words, they maintain 
that the establishment of the new society can be achieved only by 
a violent uprising They also hold the view that when the 
proletariat awakens to its histone duty and responsibility no 
power on earth can prevent it from achieving its objective The 
weapon which they prescribe for bringing about this a change 
n the same old weapon of strike But while thinking of world 
^evolution they naturally have in their mind a militant general 
by locaftradcmiio 113 W ° rIcins c * ass rat her than isolated action! 
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the world, capitalism would be facing its own nemesis. But 
while these socialists believe that the logical culmination of all 
these factors would automatically, bring about the abolition of 
capitalism, the other school believes in the violent overthrow by 
organised, militant working class. Communists generally belong 
to this latter school. 

Establishment of a socialist society, however, will not be the 
end of the story, for socialism is only the means to an end — the end 
being the maximisation of social welfare. After the capitalist 
form of production has given place to a socialist one, the machi- 
nery of production, distribution and exchange will have to be 
re-organised in such fashion as to fulfil the promises held out 
by the socialists. The means which they suggest for such • a 
consummation is Economc Planning. In the socialist society the 
planning authority would take the place of the private producers. 
The planning authority, reflecting the collective and democratic 
will of the people, would produce those goods which are most 
in demand. 

Progress And Peace. 

When such an ideal society has been established 
there would hardly be any question of exporting manufactured 
goods to other countries with a view to exploit their 
peoples. As foreign trade would then be carried on through the 
agency of the State only such things would be exported as 
have to be exported in order to make import possible. There 
\vould be no occasion of exporting finance capital because 
whateyer capital is available in a .country would be needed 
for the development of its own resources. Capitalists -usually 
export' such capital elsewhere in their desire to earn -a 
higher margin of profit than they can earn at home. But 
when capital, comes to belong to the State, the planning 
authiority would insist on its investment inside the country. Inter- 
national trade would then be carried on according to .the true 
principles of comparative costs, and all countries would stand 
to gain from such ' trade. And .when foreign trade is regulated 
and carried on on such rational lines chances of international 
conflict, at least on economic grounds, would be greatly minimis- 
ed. War then would become an accident and not continue 
to be a logical sequence of the industrial nature of the world 
economy. 



CHAPTER LVI 

ECONOMIC PLANNING* 


What is Economic Planning 

In general Economic planning is the rational control 
of the economic forces for the attainment of a well defined 
objective w ithm a given mter\al of time It means the arrange- 
ment of the economic resources which are scarce in relation 
to the demands for their alternative uses in such a way that 
the satisfaction yielded by them is maintained at a maximum 
level Economic planning involves that is to say, thejdemenLnf 
choice between the scarce -means of achieving a pre determined! 
end It w a carefully thought correlated purposive poltcv 
Broadly speaking the control over the economic resources 
railing within their scope nm be exercised b> individuals 
business firms industries or the state But it is apparent that 
the range of the control m the case of the first three will be 
narrowly limned whereas in the case of the state the control may 
extend over the whole or the productive resources of the country 
The terms that are used for the purposive arrangement of the 
factors of production which they command by the former are 
business management and ‘rationalisation* W hat is called econo- 
mic planning refers really speaking, to planning by the state. 

Of course, the state may undertake to control the economic 
?;- of a scc * ,0 ° of the whole economy or of a region of that 
economy °r ° f the whole economy This makes no difference 
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II is in this sense that economic planning is understood 
here — central planning of the whole economy. 

Economic planning thus comprises the following essential 
elements. (d,)*~It means the positing of a purpose, an end. £2)- 
It means the positing of that purpose to be achieved within a 
definite time limit. (3_)"'lt means the rational arrangement 
of the economic resources for the achievement of the end. (4) 

It means the control of the productive resources subject to the 
plan. (5)^It means the state control of the resources in place 
of decisions of individuals. 

Types of Economic Planning -> 

Economic planning is mainly of three types : (1) com- 
munist economic planning ; (2) fascist economic planning, 
and (3) capitalist economic planning. The first and the second 
arc the same in all respects except two. These are : — x a) In 
the former all the material instruments of production are nationa- 
lised and directly controlled by the state. In the latter owner- 
ship of them rests with private individuals, but their use is 
directed by the state. ~'(&}-''The purpose of the former is to 
promote the interests of the people as a whole, particularly of h. 
the masses who are down-trodden. It is planning for the in- 
crease of general social welfare. The object of the latter is to fur- 
ther the interests of a minority party — tire militarists. It is plan- 
ning for power politics, for war and not for economic well being. 

As these two types are similar in their working, diey will 
be discussed under one heading — ‘economic planning’. 

As to capitalist economic planning, it will be treated under 
an appropriate heading. Its nature, operation and scope will 
be pointed out there. 

/ 

Why Economic Planning 

''The idea of economic planning is as old as the fourth cen- 
tury B.C., but the practice of economic planning dates from 
about 1918, particularly from 1928 when the first Russian 
Five Year Plan was launched. 

Since the last World War II economic planning has become 
tire order of tire day. It is regarded as the solvent of all econo- 
mic difficulties, die panacea for all economic ills. It is advo- - 
cated by the socialists or communists, nationalists or militarists, 
•technocrats, industrialists, labourites, economists and polit i- 
vjcians not only in backward countries, but also in advanced 
countries, even individualism ridden countries. 
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The reasons for this enthusiasm are the following 
1 The disappointment felt with the capitalist system because 
of its short comings These may be noted here in brief Thcvarc 
(*) The system has resulted in awful inequalities It 
has helped produce a vast amount of wealth but it has 
failed to distribute it equally A major portion of it goes to 
the masters and a very small share falls to the lot of the men 
Hus means inequality which has become highly accentuated 
in our times 


(h) Then the system has proved inefficient It is moti 
\ated by profit only Unless there is expectation of profit 
from an undertaking it will not be started The consequence 
is that a large amount of resources both material and human 
remains unemployed when its employment may not prose 
profitable to private enterprisers There is thus a great was 
tage of these resources 


(m) Then again the system is subject to periodical hold 
ups As it produces on a large scale, for distance markets and 
its various enterprises work independently of one another 
and in ignorance of what each one of them is doing tt plunge* 
into over production at more or less regular intervals of tun*, 
Ihe over production means an economic crisis Goods are 
there m huge quantities the people want them m vast numbers, 
but they are not sold and bought because the prices that rule 
are not remunerative to the producers and merchants Ihe 
whole ^ machinery of production, exchange and distribution 
standstill There j. great unemployment and rouse 
quently distress The system is thus unstable 
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3. A third reason, which, in away, is allied with the 
second, is the success that the planned technique of 
production and distribution met in countries directlyor indirectly 
belligerent, in which it had to be resorted to. This was especially 
the case in the countries of the West and- in the U. S. A. In 
these countries their economies came to be practically planned 
for production to meet the needs of the fighting forces and the 
minimum needs of the civil population. Production programmes 
were formulated, the available resources were requisitioned 
and allocated between the various programme's as best as pos- 
sible through private or state agencies and the authorities 
after supplying the requirements of the war catered to the 
needs of the civilians by a system of rationing. These controls 
enabled the countries to tide over the situation very satisfac- 
torily. This has led to increased faith in a planned economy. 
If, it is argued, regimented economy can lead to efficiency in 
war, why cannot it conduce to prosperity in peace ? 

What for Economic Planning 

Economic planning has been defined above as the organi- 
sation and use of the scarce economic resources in such a way' 
that the objective which is considered desirable is achieved. 
jEconomic planning is a means to an end, not _ an_end _in 
itself. What is the endtKat is sought to be gained by a planned 
Economy ? 

The end may be economic or non-economic in character. 
It might be partly economic, partly political and partly social. 
Generally speaking the ends that have been pursued by planned 
economies of the last twenty years or so have been of a mixed 
type. They have been the following : — 

1 . Defence -and..- power p olitic s, .-.Defence has been the 
aim in peace-loving countries and pow r er politics — the desire to 
dominate other countries — in aggressive states. 

2. Selfis-uffici ency and development of .-backward— areas. 
Self-sufficiency which has been the professed objective of some 
countries has been, not unoflen, a part of power politics pro- 
gramme. Development of backward or undeveloped regions 
has been the goal in order to bring those regions into line with the 
advanced regions as well as to meet demand for more food 
and raw materials especially in agrarian countries, or to tide 
over emergencies like depressions. They have sometimes consti- 
tuted autonomous objectives for raising the material and cul- 
tural standards of the people of those regions — in particular of 
the farmers and the workers, 
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fair play and justice is forcing itself even upon the masters — the 
‘haves’, and a system in which social equality would prevail 
is becoming the ideal to be aimed at. Absolute equality is 
neither desired nor feasible. Hence the society which is at- 
tempted to be brought about is one in which only such inequa- 
lities are to be permitted as will be justifiable on grounds 
of differences in ability. In Russia the slogan ‘from every 
one according to his ability, to every one according to his need’ 
has been substituted by ‘from every one according to his ability, 
to every one according to his work’. 

\^61 Post-war reconstruction and reconstruction for peace. 
This is the objective in those countries which were affected 
by the World War II. In them the war upset their economy 
and destroyed a vast amount of wealth. They are facing the 
problems arising out of this and are planning to solve them. 
The immediate problem is that of post-war reconstruction ; the 
long-range problem is that of reconstruction for peace. Plans 
are thought out or put into action to solve both. 

With regard to these objectives it must be noted that it 
is not possible to differentiate the economic from the non-eco- 
nomic nor is it desirable to do so. The economic objectives 
have their non-economic implications. Economic planning ulti- 
mately amounts to planning in general for it necessarily alters 
the relationship of individuals to one another and of one class 
of individuals to another class by effecting changes in their 
relationship to the factors of production as when private pro- 
perty in land and capital is abolished under state economic 
planning. In such cases economic planning more or less comes 
to planning individuals — changing their habit patterns. 

The economic objective may, however, be put down as 
full employment, raising the standard of living or economic 
security as these three comprise more or less the same thing, 
s In economies planned for peace_.and prosperity — one or the 
! , other is declared the objective whateve'r“bef its repurcussions 
s_Un other fields. 

The Quality of Economic Planning 

The quality of economic planning must be fairly clear 
from what has been said under ‘What is Economic Planning’. 
It might be clarified further. Economic planning was defined 
there^as the control of the whole economy in a rational, and 
coordinated manner, for .the achievement of a posited objective! 
It should be understood that imposition of restricti ons b y the\ 
s tate-or~inter.ventionism -does noOairhndeEeconbnuc^,planning. t 
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In ever> country the state has been intervening to some extent. 
Now-a-da>s it intervenes more and more, in every field of eco- 
nomic life — production, occupations, distribution, investment, 
consumption, trading, etc But such interventionsim is not 
economic planning unless it involves control over the utiliza- 
tion of the economic resources for a particular purpose to be 
attained 


The control that economic planning implies necessitates 
the suppression of the economic choices that are open to in- 
dividuals under the existing free enterprise system. Those 
choices are Q) the choice of production -what to produce and 
in what quantities , (2) the choice of the rates of exchange —the 
prices at which goods are sold and purchased, (3f the choice 
of professions and occupations the people would follow ; (4) the 
choice of saving and investment — how much of their in- 
comes individuals would have for investment ; and (5) the 
choice of consumption — what goods and how much of each 
the individuals would consume. 


ec ° n ° mic planning these choices are suppressed, 
dve rnnittil * °* If ^ey are suppressed wlioiry 

SfJ v^ 03 otherwise partial. To what extent the 
, suppress them will be decided by the state. But 

tbat u r n a? ot ,ct an y cll0, ' cc be rctaincd H 
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end afS' a, ^ dec ; dc ,hat in ««* a manner *at the 
economy are crirrehi' TIlc different eiements of the 
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coordinated ^ ° f 
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2. The indirect control is effected through supplementing, 
encour aging or restricting the economic ...mo vements__of the 
community. It does not destroy the market mechanism but 
affects only its trends. It .is suitable to an unplanned. economy. 

Different Controls and 'their Meed 

1. The con (roL_of production. This is a very important 
control. It is sometimes needed to stabilize production of 
particular articles as when the state wants that the peop le sh ould 
not-.use_more..thaii.a-.cer.taiii_amount„oLthern'. ~ It is sometimes" 
required to restrict output of certain goods as when the authori- 
ties feel that their consumption should be curtailed. Generally, 
however, it is intended to expand production to improve 
the standards of consumption of the people or to develop the 
country. The expansion of output may be desired in special 
lines or on the whole — in special lines, as of war industries in 
planning for war or de fence, of building industries in programmes 
of post-war reconstruction, of capital-goods industries in 
schemes of industrialization, of agricultural industries in 
plans of increase of food grains and raw materials ; and. 
on the whole in planning for full employment or economic 
security or raising standards of living. 

The . .control o f production works on .a .wid e field. It con- 
cerns the output of both consumption and production goods 
and affects, directly or indirectly, almost every domain of the 
economy. It will necessitate the control of prices of goods, 
the wages of labour, the investment of capital, the allocation 
of labour, the sale of commodities, etc. 

2. The contr ol of consum ption. This is a very important 
control. It may ~Be expansive, aimed at increasing the con- 
sumption of some goods or restrictive intended to reduce the 
use of certain goods . The former is resorted to when the people 
do not want to have certain goods' but“the'"authprities_ wish 
to~pTBlt dhei r_use in, orde r, to carr y on mass .production .especially 
whcn_ the .. economy is... .under-employed or. . is. working .at a 
partial capacity. 

The latter is brought in to enforce increased saving when 
saving is particularly wanted or to effectively conttol prices 
in order to prevent competition among consumers. Tit is es- 
pecially exercised in planning for war production or for acce- 
lerating industrialisation because then restrictions on consump- 
tion become necessary to obtain supplies for the first and to 
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or capitalist planned economies. It implies, that is to say, 
also the control of functional distribution of income and as 
tlie functional distribution of income has a bearing on the 
personal distribution of income, of that income as well. 

The control of prices is essential for the efficient control 
of production, investment and consumption. It helps bring 
about an adjustment between production and consumption. 
It enables better utilisation of the resources as when monopoly 
prices are controlled or prices of useless luxuries or of com- 
modities during production for purposes of war. It ensures 
the stability of prices which is needed in a planned economy 
for stimulating investment on a proper basis. It imparts to 
the whole economy a sense of security which is a great desidera- 
tum these days. 

The control of personal income is also an instrument of 
forced savings or of equalisation of incomes. 

But to be successful the control must comprise control 
in practically all domains. It must embrace the whole course 
of production from the raw materials up to the point where 
the goods get into the hands of the consumers. If any point 
in between the beginning and the end is missed the control of 
prices may prove ineffective. Also the control of prices in one 
industry must be supported by control of them in other indus- 
tries. 

Planning in Practice 

I. Stages and machiner y. An economic plan represents 
a generalTrewof the economy of a nation. It outlines its various 
Branches and spheres and details a quantitative scheme for its 
working and execution in every branch or sector of the economy. 
Its essential elements are f f p Iansx ons is ting or decisions o fpp j i cy 
qu antitative ly expressed in fqrms„jof programmes and such 
measured as 'may be necessary to ensure the performance of 
the 'programmes.” — - — - 

Five Stages. Economic planning in practice passes through 
five stages. Each stage has its appropriate machinery. 

1. The first stage is the laying down of the g eneral policy — 
the objectives to be aimed at~and the rutesTor work. It is the 
function of the Central Government or the National Parlia- 
ment. 

2. The second stage is the drawing up of the Plan. This 
is done by the Central Planning GommissibS7~a~l3ocry*bf 'experts 
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instituted for the purpose The Commission frames a general 
phn, proceeding on the basis of a thorough and elaborate 
survey of the actual and potential resources of the country 
furnished by the Statistical and Scientific Departments of 
the Government 

The plan embodies the objectives formulated m terms of 
precise quantities, quotas of output for various firms and indus 
tries to produce quantities of the factors of production to be 
allotted to these firms to enable them to work up to the quotas, 
allotments of finance, prices to be charged at different stages 
of production and execution, etc 


\long with the Central Planning Commission there exist 
regional, sectional, provincial and even corporations* Planning 
Boards The factories and concerns comprising the economy, 
also prepare their own plans and forward through the appro- 
priate bodies Planning Boards to the Central Planning Com 
mission which has previously sent the general Plan to them 
* i m lC 8 encr 3! P * an 15 ^ crl carefuJJv scrutinized by the Cen 
I?, "”"f Commission and suitably modified m the liglit 
of the several sub plans It is then ready 

3 The third stage is the adoption of thcJHan Tb“ 
trnued bi C it ', i,nd \ or thc NMienarCovemment or i* m 
„ f to ,? Su P r 'me Economic Council called mlo being 
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Besides the Central and other Planning Commissions, 
the Scientific and Statistical Institutes, the Administrative De- 
partment, the state might have as many other bodies as it 
thinks fit to ensure that the Plan goes on smoothly in every 
branch of the national economy. For example, it might ap- 
point special bodies t$ fix the prices of the production goods 
and to organise and conduct the trade and commerce of the 
country, to allot productive resources, etc. 

The Principles of Planning 

Economic planning is a regime of controls or of the trans- 
fer of the private economic choices to jthe. planning authority. 
On what principles does that authority carry out the controls 
or make the choices transferred to it? 

Questions to solve. In this connection there are, in the main, 
five questions to solve : — (1) How to ration the goods and 
services already produced among the consumers? (2) What 
kinds of goods to produce and in what quantities? (3) How 
to allocate the factors of production among the various indus- 
trial units so that the goods required to be produced may be 
be produced in the needed proportions? (4) What shares of 
the production in terms of goods or income are to go the contri- 
butors to their production? (5) What amount of the current 
production is to be saved for the future — that is, for investment? 

Their competitive solution. These questions every economy — 
planned or unplanned — has to solve. The way in which the 
unplanned — the competitive economy solves them is stated Here 
briefly so that the planned economy’s approach to «their solution 
to be given shortly may, by comparison, be understood. 

In the competitive economy the price or market mecha- 
nism acts as their solvent. First the ^price_ mechanism helps 
ration the existing supplies of goods and services' among the consu- 
mers. Prices of goods on the market are an index to the situ- 
ation of supply with regard to those goods. High prices of goods 
mean a comparative scarcity of them and low prices a relative 
abundance. But if prices are high the quantity purchased 
tends to diminish and if the prices are low, to increase at a given 
time in a given market. Thus the supply gets adjusted -to 
purchases and goes where it is most in demand. Equilibrium 
between demand and supply. is affected. . . _ 

Secondly, the price mechanism governs , what -g ood s shall 
be produced and in" what proportion. Production Ts guided 
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by demand — the consumers* preferences The consumers ex 
pre** their preferences for different goods m the prices they 
orftr f ir those goods If they offer higher prices for some goods 
d ai the j rices tliev offer for other goods, it means that the former 
arc Mntfd moie than the latter The^ producers will corse 
uerulv speed up the production of the former relativcl) to that 
of tli attu and their proportion mil increase as against that of 
ht thm Tins will happen because the producers expect 
lai^er profits from the production of the former than from that 
of the latter 


Third!) the price mechanism regulates the allocation^ of 
U t f ctors of production amonethc alternative purposesof pro” 
ducing goods m the desired quantities Production js earned on 
\ \ the employment of the factors or production These hate their 
market prices like consumption goods The price of land n 
rent of labour wage of investment interest Large quantities 
of the factors are wanted in trades that are on the up mote 
and smaller in those that are on the decline Tins sends up their 
prices m the former with the consequence that the quantities of 
them there increase and lowers the prices in the latter resulting 
m their leaving these in the prospect of getting better reruunera 
tion elsewhere Thus the price mechanism distributes the 
factors of production among alternative uses 


Fourthly, die price mechanism determines the shares of 
the wealth produced that should go toThe contributors to its 
production The prices of the factors of production act, on the 
one hand as a force regulating thetr supply and distribution 
among production units and, on the other hand, as rewards of 

Je m ^ ^ "°[ k thcy do The P nceS * iS to M> , 

dir ir,T er UlC COits of Production and m the second 

ofihTfSors recene m ° f,ncome that the ^ 


cmrIt M i'^w Prlc ‘i mKhan,s,n dmdK proportion of the 
tSncpKct,™” lhat ! s '% bc sa ' ed f »r the tuture Copt 

to carry it on i?„ , ,V rouI,d <r Sa ' >»B and investment are necessar; 
price oF investment k' a f' cled tythe price mechanism The 
uvng ,0 some « i TOt T* 1 ' of interest dictates 
ir it ties imti« M hnt Investment more or less, absolutely 
tact m '“tmait is encourased, if it falls investment is held 


marginalism T( K Sl,jom | tK >TOrls “a the principle o 
ptoducUvc factors •*nH U fi Umers l le producers, the owners of 
W Q Uetori and investors a?e actuitcd by the desire 
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to maximize their satisfaction and profits and incomes. These 
tend to be maximised when the point of indifference — the margin 
is reached. At that point further activity on their part stops. 
In the case of purchases of goods by the consumers, the point 
comes when the marginal utilities of their alternative purchases 
are equalised; in the case of the producers this happens when 
the marginal productivities of the factors employed in the alter- 
native uses, are equalized; in the case of the owners of the 
factors^ of production this occurs when the remunerations they 
receive out of the wealth they have helped in producing become 
equal to their marginal productivities, and in the case of the 
investors this comes about when the rate of interest that is paid 
for their investments is equal to their marginal abstinences or 
pained liquidity preferences. 

T,hdr_ planned, solution. The solution of these five questions 
under a planned economy may now be considered. Planned 
economy, it must be borne in mind, is based on tire abolition 
of private economic choices, the socialization or direction of the 
material instruments of production and the control of practi- 
cally all economic activity and process by the state. This means 
that in regard to the solution of the questions it will be the deci- 
sions of the authorities that will count and not the market mecha- 
nism, the impersonal laws of demand and supply. This is ex- 
plained below. ; 

(i) Rationing of supplies among consumers. The Plan- 
ning Authorities . may decide to ration the restricted supp- 
lies of goods among the consumers according to the competitive 
principle. This will work only if the consumers’' choices are 
left to individuals. The consumers’ preferences for different 
goods, will then - tend to fix the prices of the goods at points that 
, will clear the market of the existing supplies.^ In the case .of 
- greater scarcity of some goods their prices. will rise^.in^the £asc 

of lesser, .demand, the prices will fall in order that demand 
and supply remain in equilibrium. This is exactly the same 
solution as that of the competitive system— the solution by the 
impersonal forces of demand and -supply. - 

If the’ Planning Authorities take recourse- to' compe- 
titive solution, the planned ' economy” will ' not"Hiffer. fromdtfie 
unplanned economy in any respect other than this thafit will bc 
composed of socialized enterprises. 

(ii) The Planning Authorities may decide to do. away 
wi th the price system altogether and to ration goods among the 
consumers ,by .means of warrants permitting, them to receive 
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from authorized shops definite quantities and no more of the 
difltKi t goods they need This way of rationing is extremely 
d Hit fit to gi\c effect to It was resorted to in the Soviet 
Lrnon m 19A) but as it produced a good deal of chaos, it was 
gwenup ind the price system with a difference (explained under 
in; below was introduced 


in The Planning Authorities ma> elect to have a modi 
fieri p tcc system This is the best tiling to do and it serves the 
aims of the authorities successfully This consists in fixing the 
prices of goods sold at the shops If at those prices, the coil 
sumeis guided by their piefcrences buy the commodities in 
itch quantities that the supplies of them are exhausted, well 
and good demand tnd supply will balance But if this does not 
take place some supplies are left unsold the authorities either 
reduce the price or raise wages to induce the consumers to 
buy more and thus deplete the market of the existing supplies 
If an\ particular goods which, for one reason or another, 
die authorities want die people to bus and consume are not 
dispo e ed of, the authorities compel the people to buy certain 
fixed, quantities of them along with others, at suitably fixed prices 
in order to attain desired end 

pr,cc of rationing Ihc good! mar be 

d “? P , by a ! P tcm of rationing by card! which will permit 

Rationing by cards ,s introduced when there ts a great 
Sn thlrfoffi " *? ' ha ^ vcr > itave a cerSm 

by\jS luthorifrM , The mcthod ,s also taken advantage of 
mtl “ettom of to communit) 

In conncctmtsn/tRjrtJ’pi^ <° t? iua . 


according to v.hat the cono U ' an ‘ ° r ulucI ‘ they need If they act 
production on lines that Til ^ " ant • tfle >' will have to guide 
indicated bj the n„„l ' hc c °™umem' preferences dictate as 
offer ft- different goo* IfT”* “re offering or arc tihely t° 
tetd the authorities will hair?., 20 by ' vhat ,*o comuinen 
aulhontamo preferences amlna 3 "’. Ilp “ scal = of P ub! “ : ° 
t* and produce those goods and in those 
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proportions which this public scale warrants. The scale will 
take' into consideration the private individual preferences as 
much as the authorities think fit, but will make full allowance 
for the political, social, educational and cultural aspects of the 
thing in the future set-up. 

As economic planning pre-supposes a correction of indi-’ 
vidual tastes, the Planning Authorities will more likely than not,- 
apply to the solution of the question c What to produce and 'in 
what proportions 1 the scale of authoritative preferences. 

It should be noted that the decision with regard to produc- 
tion will be two-fold. The first will concern the manufacture* 
of those quantities of consumption good that have been approved 
for current consumption and the second the production of 
capital equipment for raising future standards. <> 

Allocation of the, factors of production. When the goods to’ be 
produced in such proportions as approved have been decided 
upon, the question of allocating the requisite productive 
resources among the various industrial units that are to produce 
them has to be settled. This is nesessary so that the production 
may be executed with the least cost. The authorities solve the 
question by direct decisions as to the proportions of the pro-' 
ductive resources that are necessary to allocate to the firms -tp 
enable them to carry out the production plans as laid down.- 
This is to say that the allocation is made as the authorities see 
fit, of course, after the experts on the mattei have been consul-; 
ted. If they think that more of land or capital or of both is 
needed in one industrial unit than in another they will allot more 
to the first than to the second and will do the same in regard 
to labour as far as possible. 

Land and capital are easily allocated in this way as the 
government has complete control over them. But owing to the 
property in themselves remaining, to a very large extent, vested 
with the workers, the direct method of allocation cannot be 
applied in their case unless responsive cooperation is forthcoming 
from their side or they are by temperament submissive. 
The Planning Authorities, therefore, have to rely on the price 
mechanism to effect their allocation. The necessary rates of 
wages are offered to attract them into the various works and 
thus the requisite supplies of -workers of different categories tend 
to get distributed among the various enterprises and "'concerns. 
The principles on which wages may be fixed will be . given 
later. The principle here hinted at according to whiehJthE 
allocation of labour takes -place is that' of efficiency ahde scarcity 
or market mechanism. ' v : * C- - lr p - 7 - ~ 3t : ::>z 3 *' 
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It clcserv es to be noted that m a planned economy, at the 
bad of 1 principles is the power reserved to the authorities of 
mdu triJ conscription compelling individuals between certain 
age limits m times of national crisis, to work wherever wan 
ted Also it should be noted that appeals to the patriotism 
of the wor*.t.rs and awards of honours and titles are not unoften 
resorted toj^ attract workers particular!) those with scarce talent 
and ability 

In regard to production by the allocation of the factors of 
product on it needs further to be stated that although the planned 
economy will expect the productive plants each to show profit 
or, at least to cover costs >ct die existence of these plants is 
noi dependent upon their showing profit The) will he allowed 
to continue to exist and be cv cn expanded cv cn if they are working 
»t losses provided their continuance or expansion is considered 
essential m the interests of the society Their losses in such 
cases will be met by subsidies from the national funds Planned 
,s motivated It is actuated by motives 

ther than profit— desire to promote general welfare, etc 
of „S U L. ,t ah0u,d bc P 0, nted that though the industrial plants 
cco-mm^ - n r y u m ? y n0t * * e P ara lely, be running at profit, the 
* hole mustbc * Profitable concern ovi the long 
range, otherwise its existence is m danger 

econfm^wdl 0 ” TT 7 $* tmal income of a planned 

economy will include the following sources — 

1 The return from national resources and land 

2 The ir tcrest on capital (as an accounting cost) 

cows ma ^ e inestimable elements or social 

ifany mmunal consumption or public utility services) 

wcabS'cS e < Jr S ,,J r,S ' nE fr ° m tht !,ate op'ratw" 5 *™® 
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The total annual income is to be distributed among the 
following main lines of the national economy : — 

1. Costs of repairs, replacements, renewals, deprecia- 
tions, etc. ; ' 

2. Investments — costs of extension of mines, factories, 
lines of communication, trading facilities, farms, new un- 
dertakings, etc. 

3. The charges for items of public utility or “communal 
consumption’ 5 . 

4. Overhead charges of the state— the cost of running 
government departments, national defence, research, 
scientific investigations, etc. 

5. Wages of labour. The question here is how to deter- 
mine the wages of labour — the share of the national income that 
will go to a private factor of production. The question includes 
the der termination of a wage level and a scale of wages. What 
the wage level will be will depend upon the proportion of the in- 
come that is set apart for meeting the charge of wages — the wage 
fund. The wage scale will be constructed out of the wage fund. 

The determination of the wage fund is a duty of the state 
authorities. They will determine it by taking into .account all 
the other items of expenditure, particularly investments for 
improving future standards. It must, however, be equal to 
the total value of consumers’ goods and services released for 
personal consumption in a given period. If it is not so as when 
producers’ goods industry is desired to be rapidly augmented, 
wages will have to be cut down or prices raised. 

On the basis of the aggregate wage fund, the Planning 
Authorities draw up a complete national scale of wages and 
the fund is divided among the workers and employees in accor- 
dance with the wage scale. 

The fixation of a scale of wages may be based upon a num- 
ber of principles. The authorities may apply the principle of 
economic equality, or of the normal needs of a family,- or of 
efficiency or scarcity , or of responsibility, or of even racial and 
national • discrimination. 

In ahe Soviet Union the authorities first tried to fix wage 
rates on the principle of economic equality, later on they applied 
the principle of efficiency and scarcity — “from every one 
according to his ability, to every one according to his work”. 
This is in vogue there at present. In Nazi Germany the principle 
of racial d iscrimination was resorted . to. .Gei mansy; Poles,: Jews; 
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nple rf rrspoiwl ility ph)cd the clucf role 

In some planned economics the principle of 
f f tin Lrn t) may he adopted, workers v>th large 
bung g anted special rites .Inn those .matter Jbmdw to 

mine other countries wages might be differentiated S 

WOJ kci< on a geographical or regional basis 

Sating and moment The source* of these in ag 
economy Ire two-(l) socialist accumulations and (2) mdmtlU 
incomes f 

1 The Planning Authorities expect each unit, firm , factory 
anil concern 10 sive i rcrtun proportrim of its profit! 
deposit it m the state banks 

2 The saving and investment by individuals u genera)!)* 
made in resr a so to the sum t>pc of inducements a* « SS^nd 

up t ih»t < u itrics Loans ire fioated b\ the authorities 
the people are urged to subscribe to them, the reward ollOT 
being a rate of interest The rate of inducement is sontttim 
supplemented by the chance of winning a lottery in vouen 
prize is cither a sum of money or a privilege such as a tree n 
day The rate of interest is kept as low as possible by appe-* 
to enthusiasm and patriotism of the people 

Out of the receipts from the two sources, the Planning 
Authorities make advances to various enterprises for long ter 
investment at low rues of interest or at no interest whatsoever 


If the investment funds arc not sufficient, thegovernmen 
can through the banks issue moncj enough to meet the nee 
of the situation 

Tile above explanation makes plain that in a planned c<: ? no [up 
it is the decisions of the Planning Authorities that make for t 
solution of the five questions Those decisions supply ® 5ll r s 
titute for the price mechanism except m the case of the alto 
cation or labour and in the private sector of saving and invest 
ment In both these the market mechanism is allowed to wot 
They fix the prices and quantities or goods produced, exchanged, 
invested and consumed by more or less definite schemes and s cc P 
demaid and supply m equilibrium 

It might be said that though the decisions are taken without 
any reference to the mae\ of price movements, yet mental*} 
they are made on the basis of the same process of reasoning 
In every respect alternatives are considered and that alternative 
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is selected which is likely to give the best results. Planned eco- 
nomy is not price-oriented but technically oriented. It carries 
on by direct administrative action and not by any monetary 
scale of values. 

The stock example of centralised state economic planning 
is afforded by the communist planned economy of U. S. S. R. 

Capitalist Economic Planning 

The question here is “Is economic planning compatible 
with capitalism ?” 

1. If economic planning is understood in the way in which 
it has been explained — planning of the economy as a whole — 
then the answer to tire question is in the negative. Capitalism 
is an economic organization in which the material instruments 
of production are owned or hired by private persons and operated 
at their commands with a view to selling at a profit the goods 
and services that they help to produce. Private ownership of the 
means of production and free contract are the main characteris- 
tics of the system. Under it industry is composed of hundreds 
and thousands of firms which either work independently or are 
inadequately coordinated. Planned economy is an organi- 
zation in which the instruments of production are either , more 
or less, owned by the state or completely controlled by it. Free- 
dom of contract except in a minor sector already pointed out 
is absent. The industry is one coordinated, cooperating unit. 

This being the difference between the two economic systems 
economic planning of the type discussed cannot be possible 
under capitalism. It needs single central control of the whole 
economy. That control is its pre-essential. Capitalism implies 
multiplicity of controls which is foreign to economic planning. 
To plan economically an economy must plan the allocation of 
all the economic resources within its jurisdiction. There must be 
a master plan for the whole economy. Effective planning is 
impossible unless the Planning Authorities have full power of 
control over the direction of production resources, a power of 
control which means the power to say : this and that plan shall 
be carried out. 

2. If by ‘economic planning’ is meant , as a few think it is 
meant , any state intervention in the free working of the market 
mechanism with the intention of correcting or at least alleviating 
the economic ills of the society in one direction or another, then 
economic planning is consistent with capitalism. The state 
has resorted to such interventionism since the defects of the 
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■’ctumentms of rroNnvrcs 


I " 1 ‘',¥ m,r s > stcm S > M >"t° ''gin and it lias resulted m much 
good being done lint to call such intervention.™ 

rr;:::: 1 '' mari , jt >* •*££££& 

. f ,' n, " E , 1* m, 6 h « be termed state ccoao- 

", ‘ actlon 1 ■ certainly modifies the conditions under which 
but ft lea TsTTT "°? U ° U ,' ' ,,C fHotment of rSoJrcet 
.nd lv ‘d„aTdec!smns t,ma ' C a matter of 

plans M MDul«Ii, e „ ! 5 en,CS,C " ,,tltd agricultural plans, industml 
rpp”aifd P ,„cJH ^“.communications plans ttc , which hate 
They envisage L P ,,,, dur, ," S reccnl > rars of charater 
tuScmg The She, net T T " *“P«-»»ry body or a bod) 
indirect v\a\s \th.u r ^ legislation or persuation or other 

aome people'dofthe'statc'comml 1 ’' | tale ? “ mcaran S, " blch 

? s kc S' industries, strategic noTS n ’’ S ' ,t be , “ lled 

less important mods P “ n economy, leaving 

control of men?) andTrcdn t: F* '? P rna " enterprise, the 
the control of investment vi dV”" 8 1 r ™ traI banking policy, 
storks, then also » “ CO m™, S >S ra ",S c arranging of public 
when planned cap.tal.sm is {height of ',, “P. ,lal, '“ In 
associated with these and other sm lT 1 ,s <0 a . ,ar 8' 
quota controls, restriction ofacr^e, ““««■«:< -price fixing, 

Mostly tliese varieties i 

ten,entioni*m I n regard in , ontr ols are tantamount to in 
the determination of , n j Cm U m, Sht be said— (1) that 
complicated wishful ” 13 rather difficult and 

sense, (2) that with less .t,-,® here may dme out common 
w lOchoocl ofpnvate .e?inr 0mp etC COn,ro1 of investment 
trolled by the state authority !o? n , nm 8 counter to that con 
private firms would nere«nL’ ^ *^ at Im cstment policies of 
to whether they are coadnluS scrutIn y of the proposals as 
be invested m one mtW? J? 3? an , d how muc h funds should 
quence of these three PO in 7* ih^ Cr dian ln another In conse- 
C®” 0 ,tate control toother a te ndenc> for exten- 

. n £’ 5 Uota controls aerr*^ 10 * 5 ’ and flie nnplemtnt of price 
totrcudcthc pmnte secS?? rcSt P ct,ons etc, might be Used 
this is carried to its lonr-dPi”** 6111 u P on die public sector 
capitalism in form rather * 1,mu tIie resuIt mg system will 
However, it mat w t,lan in substance 
ta 15111 ,s feasible can be l ^ at "hat planning of capJ- 

C att£Urcd not by direct control but by 
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indirect means like compensation, supplementation, stimula- 
tion, or restriction. By these means only can the state regulate the 
movements of hundreds of thousands of independently working 
or inadequately coordinated industrial units of an unplanned 
economy so as to achieve results more or less approaching those 
gained under a planned economy. 

This is so because under capitalism the government suffers 
from one serious handicap which is that there is no single im- 
portant factor that is controlled by it. Theiefore, what it can 
do is to use indirect methods to supplement, or help or restrain 
the economic activity going on. for example, it cannot fully 
control the output of consumption gccds but it can supplement 
or subsidize their production ; it does not undertake the large 
scale production of capital goods but it can piomote their pro- 
duction by cheap 01 guaiantecd loans; it does not fix the average 
prices ofgoods, but it can influence the general lex el of prices 
through its monetary polic) and may fix ceiling prices, in case of 
need, of important goods; it does not control the monetary policy 
but it can exert pressure on it through lax\ s affecting the note issue 
and through boi roving through banks ; it has no direct control 
over the general level of wages, interest or rent but it can in- 
fluence them all in some degree by its own teims of borrowing 
and conversions; it has nothing to do with the distribution 
of income in general but it can redistribute a large portion of 
it through taxation ; it does not determine xvage rates but it can 
fix minimum wages. 

And there are innumerable other devices at the command 
of the government by which it can re-align and re-adjust the 
economic processes of a society. Deserving of particular men- 
tion is the device of the control of investments including under 
“investments” not only investments by private corporations 
and subsidies to private business units, but investments in 
public w’orks and in schemes of communal consumption — like 
those concerning education, housing, transport, sewage, physical 
culture, etc. 

If all these measures are judiciously combined and co- 
ordinated, they will go a long way to achieving tire objectives 
which economic planning aims at attaining — namely, full 
’ employment, reduction of inequalities, imprex ement of standards 
of lixdng, economic security. Of course, the laying doxvn of 
precise targets and hitting them xvithin a definite time limit 
will not be so possible, but short of that xvill be attained. 
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Economic Planning and Economic Theory 


No theory of econcmic planting exists. What has been 
done is to attempt to adapt the principles of individualist enter- 
prise to the collectivist. Cn this point there has been raging 
a hot controversy between etcromists. Some hold that tnosc 
principles are applicable to a planned economy, others that the) 
are not Whether this is so or not will be clear from what is 
said below 


, Economic theory, as it exists, is concerned with the rela- 
tionship between scarce means and alternative ends. It explains 
the disposal of scarce means between alternative ends so as to 
gain the best results Jt does not bother itself with what the 
ends are Their determination is a matter of the objective of 
economic activity, not of its carrying on or performance with 
which the disposal of scarce means is related 


In the capitalist economy the aids (a scale of values) are 
determined by the consumcis’ preferences for different commo- 
dities. These decide as already pointed out, the quantities 
oi those commodities which relatively, will be produced The 
r, dU ' erS / gu,dcd b y those preferences allocate the scarce 
production between alternative uses in such a way 
, , e re( l u, red quantities of the commodities .are produced 

. ! ea f st *?**• Tbe end of economic activitv in a lice eco- 

S wanted ** ‘ huS prminabI > ,hc sa » Action of the consu- 


dictatfd* hi rrf order bas also a scale of values — ends. Jti 
Authorities l/IL ° r J CS 1 arbltrai > decisions of the Planning 
the SDtisfietinn r ^ san,c as ln the unplanned system— 

or full - inn ) ni 0 J :0n , sun ^r s ~ oran ) other such as social seairity 
allocated between scarcc productive resources are 

attainment of these endsin^h* pIantS S0 as to conduce t0 tbt 
doubi, this is done ir/I most satis f act °ry manner, he 
is done -with the sam^ r CSS . ln an ?*bitrary fashion, but it 
nization and on mentally t hr 3S •*" - the com P ctUhc orga ' 

Thu, y the sam e principles. 

theory m a planned* prnn^ bas ‘ cad >« the role of economic 
free enterprise system rema,ns tlie sam e as it is in the 

theory whether the end*— /£„* m , attcr of indifference to the 
authoritativ eh or sc?de of values — is arrived at 

question of the dctcrminat!** J r J* is not conccrned ' vith *** 
vUy but with on k th- ” a ~ ,on ° P,bc objective of economic aett- 
h ° nI > ,hc perfoimance of that activity. 
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-> * There is, however, a difference to be. noted in this regard 
between the two economies. It consists in this that as the 
scale of values in a planned economy changes from that in 
an unplanned order, so the proportion of the factors of produc- 
tion that would be allocated would change in response to the 
new scale of values. 


This will simply denote a change in practice but not in 
the part played by the economic theory. An excellent example 
of it is furnished by planning of production for the prosecution 
of a war. In a war the objective of economic activity 
is the supplying of the needs of the fighting forces to 
the maximum possible and of the civil population to the 
minimum necessary. To achieve the purpose the productive 
^factors are diverted from non-defence industries to the defence 
industries as are so many other materials. The civilians feel 
the pinch of this new scale of values but the theory of Economics 
is not affected thereby. It has been aptly said that “the 
economics of war is a special study in the allocation of real 
means to a specific, real end”. 

One' thing deserves to be pointed out in this context. It 
was said above that the decisions of the Planning Authorities 
as to the disposal of scarce means between alternative ends 
are more or less arbitrary. This is so because there does not 
exist in a planned economy a theoretical apparatus such 
as the market or price mechansim which can measure pre- 
ferences and probabilities. Such an apparatus is absolutely 
essential for that economy to be placed on a scientific basis. 
In its absence economic calculation becomes difficult if not al- 
together impossible and the possibilities of decisions being in- 
judicious or of a hit-or-miss variety or swayed by immediate 
and powerful interests, are very great or decisions that might 
land the economy in great and grave losses. 


Conditions of. Successful Economic Planning 


. Economic planning is not easy like going to the pictures. 
It is not merely a question of some sort of direction and pres- 
cription about investment of economic resources in several 
directions. To be a success a planned society must satisfy certain 
conditions. These are enumerated below. 


1* The plan must be a sound plan. It must be the result 
thorough anc i profound research, investigation and explora- 
ion of the natural resources and good accountancy. It must 



606 


FUNDAMENTALS OF ECONOMICS 


be based on true facts and scientific accounting It must also 
have a scale of priorities If this is not so, the plan is doomed 
to fail 

2 The execution of the plan must be in the hands of the 
right type of personnel The personnel must be honest and 
properly trained Tlic^ must carr> out their duties with a 
full sense of responsibility They must be moved by a sort of 
fighting spirit winch is determined to be victorious at all costs 

3 Proper cooperation from the side of the people must 
be forthcoming They must be bound together by a unity 
of will and purpose to make the plan a success They must 
regird the plan as their own and must be ready to make sacri- 
fices or accept complusion in the general interest All this is 
there to the required degree when a country is on war and 
it is tli us very easy for planning then to be successful 

4 The objective of the plan must be clear and definite 
It must not be liable to change with change in government 
brought about by party politics If it is subject to change, 
there is no stability with regard to the plan and its smooth 
working is jeopardized In emergencies like war, famine, 
depression, the objects become clear and definite and planning 
a^var com P aratlvc ty along smooth lines, particularly during 


5 There must be a certain degree of uniformity of wants 
and desires among the people or a scientific apparatus for measur- 
ing the choices of the consumers Iftlic w-ants of the community 

fuffillT XT’ 7 lf '7 ,hc e '' nt of **>“ condition not being 
oflhln ' an b ' scientifically calculated, the amount 

will L s o,o™i, dl r " cnt S ua nt ] ucs of different goods required 
wiUbeeL^Tf,^ 11 ^ an< * P lann, nS their production 
of a multinlieih. * cxtremel y difficult to plan for the satisfaction 
ledge of the f L nJ ' a r icty of wan without a scientific know- 
ttZSZST** preferences for then goods are likely 
the demand and in f* i su PP hes S rcall y « cced 

excess of the supply th f wh,ch tlie demand is greatly in 

exercise Tmhoritf* m* m «st be strong enough to 

and to assure !au’ a « , m:untain discipline among all concerned 
to punish del mm,! f V T ,* hc countr > murt be ready 
dize a sort of a Lmltl d, 'j l °nest officials and propagan- 
‘natural’ a i-juJU? 00 ^ eI,ef lliat tlie planned order will be a 
complete confidence in ® SClenuGc ' order > 80 ■» t0 ins P irC 



ECONOMIC PLANNING 


607 


Objections to Economic Planning 

There is nothing serious to object to except losses due to 
injudicious and haphazard decisions, in regard to economic plan- 
ning. It offers the best solution of the short-comings of the 
system of private enterprise. Moreover, it holds out the promise 
of showing greater achievements than that system has achieved. 
It promises to be the chief remedy of all economic and social 
ailments — want, disease, squalor, ignorance and idleness. 

Yet the good that flows from economic planning has to 
be paid for. Its price is the Joss of economic freedom of in- 
dividuals, the disappearance of the economic choice of production, 
of rates of exchange, of occupation and profession, of saving 
and investment, and of consumption — and its substitution by a 
regime of regimentation. 

This is one objection that can be levelled at economic 
planning. And because of it some countries which prize eco- 
nomic freedom more than economic security and better living 
conditions like U. S. A. are not willing to change over from 
private enterprise to a planned order. 

But the objection is not very serious. The loss of economic 
freedom involved may be more than compensated by the gain 
in freedom from want and idleness. In a country like America 
the objection finds favour because the economic security there 
is much higher than in any other country. In poverty-stricken 
countries it is not bothered about at all. 

There is, however, another objection that is really of a 
serious nature. It lies in the risk involved in economic planning — 
the risk that political freedom might come to an end . Democracy 
is a good ideal that is held in very high esteem every where. 
Idealistically planned economy represents the highest type 
of democracy, based as it is on the cooperation of the people. 
But it means concentration of power, the creation of an all 
powerful, a Leviathan state monopolizing not only political 
power but also economic power. If this power falls into the 
hands of unscrupulous persons bent only on promoting their 
own or their party’s interests, they might supress democratic 
freedom to such an extent that it will exist only in name. All 
types of freedom will then go — freedom to choose rulers, freedom 
of speech, freedom of association, freedom of religious belief, 
etc. etc. 

This risk, it must be repeated, is political rather than 
economic in nature. 
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PUBLIC EXPENDITURE AND PUBLIC REVENUE IN 

INDIA 

Public Expenditure in India 

Public expenditure in India has been marked by a striking 
growth since the beginning of the present century, particularly 
since the first great war. 1 The second world war brought 
about such a phenomenal increase in the scale of public ex- 
penditure that “for the first time about a quarter of our national 
income was fiscally mobilised”. 2 The following table indi- 
cates the growth of public expenditure in India. 3 

Table I 




(In 

crores of rupees) 


Central Govt. 

Provinces 

Total 


1937-38 

86.61 

86.95 

173.56 


1938-39 

85.15 

85.76 

170.91 


1939-40 

94.57 

89.22 

173.79 


1940-41 

114.18 

95.18 

209.36 


1941-42 

147.26 

103.48 

250.74 


1942-43 

289.05 

118.18 

407.23 


1943-44 

441.84 

153.85 

595.69 

• . ’ 

1944-45 

496.71 

204.28 

700.99 


1945-46 

484.57- 

■ 218.14 - 

•702.71 


1946-47 

381.48 

254.65 • 

636.13 

■ - (Revised 





budget)'. 

1947-48 

327.88 

267.09 

594.97 



In 1937-38 central government expenditure totalled Rs. 86.61 
crores and expenditure of all provinces totalled nearly Rs. 87 

1 “Leaving aside the pre-mutiny period wc may say that during a 

period of 70 years, 1860-1930, the expenditure of British India multiplied 
eightfold. From 1900 to 1930 the expenditure doubled itself. In addition to 
this, local authorities have spent increasing sums from revenue raised by 
local taxation.” P.J. Thomas/Groiuf/i of Federal Finance in Indio, p, 9. 

2 Dr. P. S. Lokonathan, Transition to Peace Economy, Eastern Economy 
. Pamphlets, prli: 

8 Report on Currency' and Finance, 1946-47, p. 65. 
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crorcs. Including expenditure by local authorities total ex* 
pcndituie has been about Rs. 200 crcrcs. The total outlay 
of die central government ran up to Rs. 970,38 crorcs, during 
i hr l Jsl vc.ii ot die war, that is 19H-45, while the total expen* 
tl tore of the provincial go\rmmcnts amounted to Rs. 201.28 
<roics. A public expenditure of about Rs. ‘1200 'crores is 
unprecedented m our history. Taking the war period as a 
whole the general price le\cl was nearly twice as high as 
before the Avar so that it may be said that roughly speaking 
there has been a threefold increase in public expenditure. To 
what extent has this growth of public expenditure been 
accompanied by increase in public welfare ? 


This leads us to the study of the financial statements of the 
Governments of India and the provinces. A study of the 
above statements, however, reveals to us a scheme of classi- 


siauanenis, novvever, reveals to us a scheme of classi* 
.icatton which can hardly be said to be Scientific. Several 
heads of expenditure without any affinity between them are 
trroimcd under » tr^n^rr.1 .. i.:_u ... 


y any amnity Detween tncra arc 

ip-oiipcd under a general heading which creates difficulty. 
As Professor K. T. Shall has pointed out “a historical study 
ot public finance would be shorn of half its value if it docs not 
revenue!’’* thc . first , pr , inc, ’P ,cs of Public expenditure and 
On r a. ir „, nn Th j rC ls a hsolutcly no reason why expenditure 
on education and public health should be grouped with those 
L P 1 ICC a o d general administration when the prin* 
t L hr 2 g w UlC c *P cndl i !urc on nation building activi* 
o? expcmlmwrs frer r nt ^ those 8°' crnin S^e latter group 
: >c uC i Expenditure on agriculture, industry, co- 
uples different r SULnt,fic departments are governed by prin- 
P nt from those applying to general administration- 

it wouldh^ *j e nature of state expenditure in India, 

IS JS*Sdi£L d 1 ,V ? e “P^ditnre under two broad classes, 
SSZ *2 ndersecu » t y service and secondly, expen- 
regarding the implication ThoiIgh there are somc difficulties 
ted that die l > et il 13 generally acccp- 

ordtr, including department r? encc ’ nialn tenance of law and 
tion and intercst nn M* ° r J a ' v and ,,st «ce, civil administra- 
«igh.d c b“S“ ris *£« uri i* 1 V*- unproductive or deud- 
expenditure which are ,erv,ccs - While those forms of 

people such as education”!!! 'd^o enhance: the welfare of toe 
tific departments, industry P 2 C ^ eaIth> medl ‘ cal relief, scien- 
ces t on productive delft all 3’" cuItUr e> co-operation and m- 
r-— an these constitute the social services. 

" - -t~~ 
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Security services. Expenditure on security services has borne 
so large a portion of the expenditure of the central govern- 
ment and provinces that it has always been a subject of strong 
criticism in the country. It would be more correct to state 
that the foreign imperialists were concerned more with keeping 
their empire secure than on increasing the prosperity of the 
people. As a rule military expenditure dominated the cen- 
tral government budget and if the maintenance of law and 
order within the country, that is, expenditures on police, 
judiciary together with civil administration are to be included, 
expenditure on security services was more than half in the period 
before the second world war . 1 

Out of the remaining resources debt services and Home 
charges had to be provided for which naturally left an extremely 
meagre amount for nation building services. Hence any in- 
crease in state expenditure caused great concern among the 
people for it was a signal for a more intense exploitation in the 
way of a heavier tax burden and little or no return in the shape 
of services 3 . 

Military expenditure. Military expenditure forms the most 
important -item of the expenditure for security services. Such 
expenditure represents not only a heavy burden upon national 
budgets, but also aver } 7 considerable drain upon the total na- 
tional income. The following table indicates India’s defence 
expenditure before and after the second world war 3 . 


1 C. N. Vakil and M. H. Patel, Finance under Provincial Autonomy } page 43. 

“ The remarkable featuie ef India’s expendituie is that security sen ices 
absorb revenue as high in proportion to her wealth as in the case of V estern 
nations. On the other hand her expenditure on social sen ices lags far 
behind Western standards and in fact is non-existent in some dnections.” 

2C ‘ While increased expenditure under popular control... has helped 
to bring increased strenghth ahd security to the nations, and increased 
enlightenment and prosperity 7 to the people, our continually increased 
expenditure has, under autocratic management, defective constitutional 
control and inherent defects of alien domination, only helped to bring 
about constantly increasing exploitation of oui resources, has retarded our 
national progress, weakened our natural defence and burdened us with 
.1 -underfined and indefinite financial liabilities.” 

Written evidence of G. K. Gokhale before the Welby Commission 

1897. 

3 Report on Currency and Ftnance , 1946-47, p. 65. 
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Table 2 


Per 

cent of 

defence Recover- 


On 

Yeir capital : 
account : 

On 

revenue 

account 

Total 

(A) 

expen 

diture 

(reve 

able 

war 

expendt 

Per cent 
ofB 
to A 

1937- 38 

1938- 39 


47 22 
46 18 

nuc 

account) 
to expen 
diture 

47 22 54 5% 

46 18 54 2 

ture 

(B) 

8 1% 

1939 40 


49 54 

49 54 

52 4 

4 00 

1940-41 


73 61 

/3 61 

64 5 

53 00 

72 0 

1941-42 


103 93 

103 93 

70 6 

194 00 

186 7 

1942-43 

52 51 

214 62 

267 13 

72 3 

325 13 

121 8 

1943-44 

37 46 

358 40 

395 86 

81 1 

377 87 

95 5 

1944-45 

62 33 

395 49 

458 32 

79 G 

410 84 

89 6 

1945-46 

35 09 

360 23 

395 32 

74 3 

374 64 

94 7 

1916-47* 

1947-48f 

2 00 

238 11 
188 71 

240 11 
188 71 

62 4 
57 6 

51 62 

21 5 


The above tabic indicates that the military expenditure 
which occupied the most dominant position m the central 
government budget prev lously outstnppcd all records during 
the w ar Defence s erv ice before the Great a r ofl 91 4 accounted 
for nearly two fifths of the budget From 29 84 crores m 
1913 14 it rose by leaps and bounds during the war, to 6? 38 
crores in 1920-21 or 51% of die budget Reductions in arm) 
expenditure as a result of fall m prices and introduction ofeco 
norm es brought n to 39% b> 1925 26 By 1928 29 it agam 
J n 19i6 37 > according to official estimate 
54 A °i_ f ceQlral and 29% of the combmed central 

and provincial budgets 

♦ a .?" y m , In ~ ia was maintained not so much m P r0 * 
P° rt '® n }° the needs of national defence and integrity of the coun 
Jf* as ‘ n acc ^dance with the requirements of the defence of 
tte empire The weight of the mili tary bur dens of the ent ^ 
* Re\ sed est mate ~~ ~~ 
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pire was- increasingly thrown on India as : is evident - in- the 
proportionate increase in the figures of military expenditure. 1 - 
The rate at- which military expenditure increased during 
the second world war revealed the' colonial dependency/ of 
India more than ever as die country was dragged into the war 
without the consent of its people. India spent more than 
Rs. 458 crores in 1944-45 on her defence which was nearly 
10 times its pre-war expenditure. Besides spending on her 
own defence. Government of India incurred expenditure 
on behalf of His Majesty’s Government. Thet figures under 
‘Recoverable War Expenditure’ in table 2 indicate the extent 
to which goods and commodities were supplied for the British 
and Amercian troops stationed in India. The total ran -'to 
Rs. 1 739 ..73 crores for the entire war period which was 99.8% 
of our enormous defence expenditure!. 2 Accumulation of 
sterling balances is mainly connected with this circumstance. 
According to the financial arrangements entered into between 
His Majesty’s Government and Government of India the latter 
undertook to defray the former’s rupee expenditure in India 
and pay in rupees for the commodities and services sup- 
plied, while His Majesty’s Government agreed to pay the- full 
value in their own money, that .is, sterling. This sterling, Was 
deposited in London and credited to the Government of India 
or the Reserve Bank, and the Reserve Bank issued rupees against 
such sterling: balance in payment for goods received by ; His 
Majesty’s Government. 3 The printing of.notes in such enor- 
mous quantities brought about a growing depreciation of money 
and a continuous rise of prices all round and a steep rise in 
the cost ofliving to the extent of nearly times the pre-war 


1 . 

Military expendi- 

1913-28 


ture in £ millions 

Increase per cent 


, 1913 1928 


Great Britain'’ 

77 115 

■ ' 49 

India 

' 22 44 . 

- • Too 

Dominions A.-. 

9 12 

y-;'- 33 

Total 

108 171 ’ 

•57 

From Eastern 

Armaments Supplement, Oct 

19, 1929, quoted by R. P, 

Dutt in India, Today,- p.443. 



v\ 2. Report on Currency and Finance, 1946-47 page 65. 

3. ‘‘ The sterling balances accumulated at one end' . While .at the. other 
India parted with goods without getting anything in return. . .The 1 balances, 
instead of measunngTndia’s wealth^ measure the amount of forced. 'tribute!: 
. taken by Britain from. India;” B.T. : • Rahdivc', ‘India’s ' Sterling] ,Ba.Va]rt.ce^’au". 
article in Marxist- Miscellany, -Vol 2; r - -- • -*r~ 
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lev cl 1 India a defence expenditure during the war thus proved an 
unbearable burden to the impoverished millions of the country 
It coutd not but bring ibout economic dislocation with its 
consequent effects of famine epidemics, heavy mortality and 
physical deterioration of the people in general 

India s defence expenditure in the postwar years has not 
shown an appreciable fall According to the budget estimate 
if 194? 48 defence expenditure still forms 57 6% of the total 
expenditure in the country The situation in the United htng 
dom and the United States may be said to be not very different 
to that of India In the former country instead of more re 
sources being applied to the capital re equipment upon the 
most urgent needs to raise productivity, the only effective offset 
m the sphere of foreign trade die pace of demobilisation has 
been lessened and unproductive expenditure on armed forces 
is left almost untouched 1 In 1948, 66 3% of the total federal 
budget ini S A will be appropriated for the defence services 
The increasing militarisation of that country is a sorucc of deep 
concern to every peace loving citizen* In this respect the condi 
tions in U S S R present a contrast Military expenditure 
m that country has been reduced from 23 9% m the first post 
war year 1946 to 17 5% m 1948 Unless India breaks with its 
former imperialist traditions, now that transfer of powers has 
taken place, and switches over to the long term tasks of economic 
reconstruction and mobilisation of resources m a most effective 
manner to remove the age lone poverty and misery and under- 
employment TO the country the Dominion Government will 


oflnd a Indcc nurni>ers as luutd by Economic Advisor to the Government 


1939- 40 

1940- 41 

1941- 42 

1942- 43 

1943- 44 

1944- 45 
19IMG 
1946-47 

,, £ M Doblc Den it « 
wnthlj, January 4 8 


General mitt 
125.6 
U4 8 
137 0 
1710 
236.5 
244 2 
244.9 
2754 

and the Hconom c 


Food articles 

106.5 
122 1 
174 6 
263 4 
232.9 
237.0 
2568 

Crisis an article m 


acd msUtl^o^S^tbento^h " uI ov ' cr AntencanWe 

pvtr otic American lt\rotflS*£%* be of the . d «P CTt cotlCfTO t0 "*** 

** ** ^tuous and suicidal for us to assumt 


that v e can adopt ways that have c . 


and suioda) for x 
I and destroyed othe 
» Timet , March 3, 1948 
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subject itself to the same criticism which was levied against 
foreign rule in India. 

Next to military expenditure are the expenditures on general 
administration, police, jails and justice which are included 
in the security services expenditures. While defence service is 
a central government function, the above functions are mainly 
the responsibility of the provinces. It is important for us to note 
that it has been the conscious policy of the imperialist rulers 
to carefully exclude the above subjects from the hold of respon- 
sible ministers or impose restrictions, even though they conceded 
constitutional reforms. The legislative act of 1919, which gave 
limited responsibility to the provinces classified subjects into 
‘reserved’ and ‘transferred’ subjects. While development depart- 
ments for which there was no money were transferred to the Indian 
ministers the more strategic subjects such as general adminis- 
tration, police, administration of justice and jails, and finance 
were reserved in tire hands of the ministers responsible to the 
Governor. The Act of 1935 too, did not make any fundamental 
change. Defence among others was under the sole control 
of the Governor General, while civil service and police were 
under the charge of the Secretary of tire State. Salaries were 
not to be voted by the legislature. 

The following table shows the expenditure of security services 
in the provinces 1 . 

Table 3. 

Figures in crores of rupees 

1937- 1938- 1939- 1940- 1941- 1942- 1943- 1944- 1945- 
38 39 40 41 42 43 44 45 46 

General administra- 
tion 12-0 12-12 12-39 12-24 12-68 13-42 15-02 17*52 22-18 

Administration of 

justice 4-91 4-91 4-87 4-83 4-88 5-05 5-49 5’99 6-79 

Jails and convict 

settlements 2' 19 2-04 2‘22 2-46 2-77 3-49 5'78 4'89 4’94 

Police 11-15 11-15 11-54 12-06 13-01 16-63 19-80 2P84 25-50 

Total 30-25 30-22 31 '02 31-59 38-34 88'59 46-09 50-24 59-41 

Expenditure on security services in the provinces absorbs 
nearly about 1/3 of the total expenditure 2 with the result that 
even though the provinces are responsible for the nation building 


1 Finance and Revenue Accounts of the Government of India. 

3 It ranged from 20 to 41% in the different provinces in 1939-40, accor- 
ding to G. N. Vakil in Finance under Provincial Autonomy. 
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activities of the country and increase of economic welfare a 
large poition of its resources is sper t on the primary Junction of 
the sute 

The cost of maintaining some of the foreign embassies and the 
emoluments to the Governor General 1 are at a high level This 
certatnh cannot be said to tear an) reasonable proportion 
to the general level of incomes in the country, neither can it 
be sim tioned b> the best traditions of our struggle for fi ecdom 

Tile top heavy structures of the administrative service, as 
is usually the case arc purchased at the cost of miserabl) low 
sal iries m the clerical branch and other subordinate stiff The 
claims of this class of public servants have never been sympathc- 
ticall) considered till lately by the Central Pay Commission 
vvhic) undertook a comprehensive enquiry into the public servi- 
ces of the country Uptil now every royal commission that ha* 
been appointed to investigate into the grievances of the public 
services or every reform that has been suggested or earned out 
m consequence has had reference to superior posts only * 

Lao. and order Administration of law and ordc-r has assumed 
nrnneme importanse duneg the period Wide expenditure on 
general administration increased by 83%, that on police recorded 
an increase of 135% (table 3) As stated before, the reforms 
of 1935 placed police along with civil sen ices under the control 
of the Secretary of State, outside die purview of the legislature 
Their rights ami conditions of sciuces were protected by special 
provisions, and the Governor General controlled absolutely the 
secret police 


1 Prime Minister Nehru repl>ing lo a queslio; 
ment on August 31, 1948 gate the following det 
General 5 establishment — 


in the Dominion Parha 
its about the Govem or 


Governor General s salary 
Sumptuary allowance 
Expenditure from contract alio vance 

51 “ST* “ d ° f 

Cost of establishment 


Rs. 

20 900 per month 
3,750 „ „ 

29,166 , ,, 

5,250 „ „ 

50,500 , 
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Thus there has been an increase of Rs. 29.16 crores for 
securityservic.es apart from military expenditure, and the ex- 
penditure per head of population increased from Rs. l-0-4p in 
1936-37 to Rs 2-0-2p in 1 945-46. 

Social service — We now come to our second classification of 
expenditure on social or development services in India as men- 
tioned before. This is that important branch of public expendi- 
ture which enables the public authorities to bring about a change 
in the economic welfare. The most notable feature of India’s 
public expenditure is that although security services absorb 
revenue as high in proportion to her' wealth as in the case of 
western countries, tire expenditure on social services lags far 
behind western standards and is in many cases non existent. 1 
The following table gives a comparative picture ofthe expenditure 
on social services in India as compared to some other countries 
for the year 1 933-34-- 

Table 4. 

Total exp. Exp. on Percentage Per head 


in 

millions 

social 
service in 
millions. 

to total 
exp. 

exp. on 
social 
services. 
Rs. as. p. 

United Kingdom ( £) 

778 

201.8 

25.9 

57-15-10 

France (francs) 

49,8811 

662.0 

13.3 

16-14-11 

Germany (marks) 

. 6,189 

1372 

22.2 

13-9-7 

Australia ( £) 

64.7 

11.3 

17.5 

22-8-6 

Canada (dollars) 

448.5 

49.7 

11.1 

15-3-2 

India (Rs.) 

2053 

17.5 

8.5 

0-10-5 


1;' Social security provisions either in the way of social insurance, or 
social assistance have been practically non-existent in the country, with 
only two items covered so far — workmen's compensation and maternity 
benefit, 

%. C. N. Vakil and Patel, Financeunder Provincial Autonomy. 
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The following table show* tlic cxpei dilurc on social ser* 
vices in India 1 

Table 3 

I igurts in t roris of rupees 



193 

l r « 

I93J 

|t*H) 

1911 

19-12 

1913 

19-14 

1915 


JB 

3 > 

40 

41 

12 

13 

41 

45 

46 

Scientific, drpti 

/I 

f\ 

68 

71 

72 

61 

61 

1 36 

1 31 

E la cation 

1J 92 

12 44 

n 73 

13 0j 

11 44 

13 73 

14 77 

16 86 

19 46 

Medical 

3 7\ 

3ld 

3 92 

4 13 

4 14 

4 23 

5 14 

6 62 

783 

l uhlic Health 

I B) 

I *r 

1 B2 

2 19 

* 17 

244 

2 39 

172 

4 97 

Agriculture 

1 I 

2 29 

2 12 

2 9a 

1 19 

16, 

G8n 

968 

1011 

Veterinary 

1 

* 

61 

> 

/I 

7u 

37 

I 03 

142 

C o- perttion 

12 

67 

la 

n 

91 

93 

93 

1 16 

135 

Industries 

i » 

85 

09 

12 

19 

2 a 

24 

72 

127 

Avntion 

21 

30 

35 

79 

91 

1 16 

67 

54 

41 

Broadcasting 

14 

21 

2 j 

30 

80 

G! 

58 

65 

78 

Total 

22 67 

28 89 

23 86 

2o 85 

27 18 

294a 

33 45 

42 39 48 1 J 


sub,Sr a id'«S 2“ e un<icr , t |> c «cc S orj of ‘transferred’ 

responsibility ofll c provinces Tlic 
service is stribine V IC on *ecum\ service and socia 

during the period cn < ' cCIin, > scnicc 

net increased ah he , a , nd 1!H5 46 " a ’ Rs 2 s 6 crorcs th< 
period was Rs 25 44 crorL^'n ‘ al ” > m *= “J" 

social services which „,,“f ientll,lirc P er head for 

6p in 1945 46 12 M m 1937 ‘ 3 8 increased to Rs 1-9 as 


expenditure ”un(k? U sont? S eAV hC ^ r S est sIiarc of the tots 

K/J7.38 it increased to Rs 19 Vr Fr ° m Rs U 92 croreS 1 
of Rs 7 54 crows u 9 , 46 crorcs m 1 9-1 5-4G, a net tnctea 
>n expenditure on nohcewWk' 11 contrast to the mcrea 

same period (referee mble ^ ** Rs 14 35 «"«* ^rmgt 


m expenditure on poitc/whick' 0 m o lcdcontra5t 10 { 
».ne i pe r ,„ d ( re ^ r F° l “fwh,v B R s 14 35 crorcs 
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One of objects of the Anglicised system of education as 
initiated by Macaulay 1 was to train a number of people who 
would fill the offices and serve British interest. Such a system 
introduced in the interest of efficient administration, could not 
naturally sene other puposes equally well. In 1911 illiteracy 
which extended to 94% of the population, in 1931 still extended 
to 92%. In twenty years time 2% of illiteracy was removed. 
The latest census figures which reveal that only 120 out of every 
1000 people are literate indicate scarcely any improvement 
in the situation. In western countries female education 
stands almost on a par with the male, the figure for literate 
females in India is not more than 2% 2 . 

A characteristic feature of the education system in India 
is the meagre provision of technical training, a vital need for 
an undeveloped country. Education in India has not trained 
the young and the old in the use of modern tools and machinery. 
There were altogether 85 professional colleges in the country 
which trained students in engineering, agriculture, commerce, 
veterinary, medicine and the legal profession with an enrolment of 
36,306 in 1945-46, while tire number of technical specialists 
alone who graduated in the Soviet Union in the single year 1937 
was 45, 900. 

The responsibility of primary education in the country 
rests on the local bodies, the municipal and the local boards. 
Neither the central government nor the provincial governments 
have accepted full and direct responsbility for mass education. 
Public expenditure on education therefore must also include 
the expenditures of local bodies in this direction 3 . 

While elementary and secondary education is given free 
in the publicly maintained schools in England, 4 and the States 
in America make a similar provision, secondary education is not 
generally given free in India, where it is most necessary that it 

1. Macaulay’s Minute of 2nd Feb. 1335 regarding educational policy is a 
document of great historical importance, for it was largely responsible 
for introducing English education in India. 

2. United States Office of Education records in 194-3-44, say that there were 
13, 332, 723 males and 13, 760, 470 females in the schools and colleges 
of United States. 

3. Expenditure on j 937-"8 

From local funds 2,53,80 
From municipal 1,73,29 
boards. 

4. Fees in all types of secondary schools maintained by local authorities 
were abolished on 1st April, 1945. 


1938-39 

244-22 

174-15 


1939-40 

2,4294 

1,76,20 


1940-41 

2,7144 

1,90,21 


1941-42 

2,6327 

1,89,85 
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The expenditure per head of population on medical and 
public health services by public authorities including local bodies 
amounted to 8 as in 1940-41 

Nearly 2/3 to 4/5 of the expenditure under social services 
is ippropmtcd by education, medical and public heatlh ser- 
vices The rem umng expenditure is spread over scientific 
departments, igriculture, co operation, veterinary, Industrie 
and broadcasting, nation budding departments utterly neglected 
and starved 


In conclusion , public expenditure in India under British 
rule was predominantly directed in assuring the security' of the 
Indian Empire against external agression and internal disorders 
and was Uttle concerned m increasing the economic welfare of 
the country It is now in the hands of our national governments 
at the centre and in the provinces, while keeping the principle 
of maximum social advantage in view, to correct the lack of 
balance between the two classes of expenditures secuntysemce 
and social scrv i c and to so effectively utilise the weapon of public 

"^“ofcconom^fe' * e aad »»>* ■> throb » 


Public Revenue in India 

h „ F' 7°"' h F m i ldcrn s ? stan ° r P“bhc finance in India 
t. „ r ° ur financial system did not compare well, at 
“f 10 f,m " or fd war, with the financial systems oflhc 
th< i " or,d Tfin total amount of public 
“Sshi7ncm,c? 'r ry la :S e and ,hc method of spending it 
the reveni?.? V. ^l? ?Ti he P'°P ]e n ' sources from which 
the tradition nf discriminated agamst the poor and 

courier, Z „ c “ tral «d administration of die finances dis 
amongst the neon] 1 ' 0 L lml,ame and a sense of responsibility 

tSsSofli 'mS'ZT™ “““ ha ' c he “ a “-e” ed f0 I 

traditions, economic hochivlrd 'Z' FT™ r duc 10 h“tonca 
dependence ofmir people d ° ,te com ' tr ) and political 

of the country aldVhZ" ™ with the economic progress 

system hal recorded S'?" 1 ' d '«fopment, ourfLncial 
total am ouat„f„ u w J e«' d ' rab| o Progress Not only has the 
revenue lastly mSeased S and ' alan S mth ». *' public 
sources or revenue hav/becn iddrdZlJ'T of expenditure and 
come to exercise now a meat J„l r Moreover, our people have 
particularly m die promnalf sph ^ fCOn ‘ r0 ' 0vcr **>'«»“ finances 
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The coming of the second world war accelerated the forces 
which were already in operation. Today not only the govern- 
ments, both at the centre and in the provinces, have their budgets 
much larger than what they were in pre-war days, but our people 
through their elected representatives are in complete control of 
the finances of the country, in the provinces as well as at the 
centre. 

In this chapter we shall study the question of public revenue 
in India. Indian public revenue has been classified in various 
ways. But the most important for our purpose is to classify 
it as it belongs to the different grades of governments — 
central, provincial and local in this countiy. We shall take up 
for our study the central and provincial revenues only. 

The following table shows the revenues of the central and 
provincial governments since 1937-38. 


(In crores of rupees)* 



Central 

Provincial 

Total 

1937-38 

86.61 


89.44 

176.05 

1938-39 

84.52 


87.74 

172.26 

1939-40 

94.57 


90.83 

185.40 

1940-41 

107.65 


97*48 

205.13 

1941-42 

134.57 


107.41 

241.98 

1942-43 

176.88 


124.31 

301.19 

1943-44 

252.06 


163.31 

415.37 

1944-45 

335.57 


208.18 

543.75 

1945-46 

360.67 


229-33 

590.00 

1946-47 

336.17 

(Revised 

243.07 

579.24 

1947- 48 

1948- 49 

178.77 

255.24 

Budget) 

3? 

(Budget 

242.77 

498.01 


estimate) 


Note — Figures up to 1946-4:7 relate to undivided India. Figures 
for 1947-48 relate to the revised interim budget of Indian 
Dominion for 7\ months only. 

The main sources out of which the central and provincial 
governments get their revenues may be classified as Follows : — 


* Reports on currency and Finance for 1946-47 and 1947-48. 
40 FE 
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(I) Custom Duties, (2) Excise Duties, Central and Pro- 
vincial (3) Taxes on Income, (4) Land Revenue, (5) Stamp 
Duties, (6) Revenues from Railways, Post and Telegraphs, 
Currency and Mint Irrigation, Forests etc , (7) Revenue from 
Salt and Opium 

Central revenues Before the budgets of the centra! and pro 
v racial governments were separated in 1921 there was only one 
budget for the whole of India and all the important sources of 
revenue and the powers of taxation belonged to the central 
government But with the separation of the budgets the sources 
of revenue were also separated Further changes were made b> 
the Government of India Act 1935 according to which important 
sources of central revenue areas follows — 


(1) Customs, including Central Excise (2) Taxes on income 
other than agricultural income, (3) Salt (4) Opium (5) 
payments by Indian states (6) Railway Receipts (7) Receipts 
from other Central Depai tments, such as Posts and Telegraphs 
and Military departments, and Currency and Mint (8) 
interest on money lent The following tabic shows the yield of 
the three important heads of central revenue for a selected 
number of years 




(In crorcs of rupees) 

1921 22 

Customs 

Central 

Excise 

Income Tax & 

Corporation Tax 

31 6 

29 

18 7 

1925 26 

42 6 

32 

15 9 

1929 30 

47 5 

38 

16 7 

1933 34 

39 9 

72 

17 1 

1937 38 

43 I 

7 7 

14 G 

1941-42 

37 9 

13 2 

36 7 

1943-44 

26 6 

24 9 

109 7 

1944 45 

39 8 

38 1 

164 7 

1945-46 

73 G 

46 4 

149 3 

1946 47 

1Q4R 4Q 

87 5 

42 8 

127 1 (Revised budget) 

— — — z 101 0 (Revised Estimate) 

the 'figure? o'fftMastVf 3 '' <0 und,wded Ind,a Fr ° m 
comei* Pr0 ™ CeS SharC ° f thC “■ 
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Custom Duties. Custom duties include both the import and 
export duties levied by the central government and up to 1941-42 
they were the largest single source of central revenue but since 
then income tax has become the most lucrative source of central 
revenue. Until 1924 India was entirely on a free trade basis 
and import duties which were levied were solely for the purpose of 
revenue. But with the adoption by the government of the policy 
of discriminating protection import duties have begun to be 
used for giving protection to a number of home industries. For 
the purpose of import duties imports are classified into a number of 
categories and different rates are charged for different categories 
of goods. During the second world war return from custom 
duties declined considerably. But in the post-war period with 
the improvement of the foreign trade yield from custom duties 
is again increasing. 

Central Excise. These are the taxes levied on a number of 
articles produced within the country such as sugar, kerosene, 
oil, motor spirit, matches, silver, steel ingots, tea, coffee and 
vegetable ghee. Before 1941, there was a smaller number of 
articles on which excise duties were levied and the purpose of 
these duties was to recoup the financial losses suffered by the 
government in the fall of custom duties in giving protection to 
such articles specially sugar and matches. But from the out- 
break of the second world war, with the object of getting addi- 
tional resources not only new articles were added to the list but 
the rates of the formerly taxed articles were also raised high. 
As most of theory of sound public finance tells us, the excise 
duties should first be imposed on articles of luxury so that the 
burden falls on those who can pay it easily and also because the 
consumption of luxuries is not necessary from the point of view 
of health. After luxuries, duties should be imposed on convention- 
al necessaries because even if their consumption becomes less 
as a result of the tax, the health of the people will not be affected 
because consumption of conventional necessaries is not imperative 
for reasons of health. Judged from this point of view we can 
say that most of the articles chosen for the purpose of this tax 
by the Government of India are conventional necessaries like 
tobacco, cigarettes, betelnuts, tea, coffee, etc. Sugar and vege- 
table ghee are not consumed by the poor. The article which 
is consumed by the poor and which has to pay this tax (thanks to 
Mahatma Gandhi the excise duty on salt, which was a prime 
necessity, has already been abolished) is kerosene oil. The 
government will do well to abolish this duty so that the poor 
may get some relief. In the future the government should 
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be careful in selecting commodities for purposes of excise 
duties 

Intom tax Income tax is, at present, tiie most important 
source of revenue to the Government of India In India 
the meume tax goes back to i860 but it is only since the «econd 
gicai war that it has become the most important source of 
central revenue The income tax in Indn has passed through 
various stages but as it exists at present the following characters 
ties may be noted — 

(Ij The tax is levied tn non agricultural income 
The right to tax agricultural income vests with the 
provinces This is so since the year 1937 

(2) A minimum exemption limit has been prescribed. 
The minimum limit has ranged from Rs 500 up to 
Rs 2,000 But m the budget of 1918 49 the minimum 
was raised to Rs 3,C00, the highest so far prescribed 

(3) Income tax is charged at a progressive rate Scales 
of progression were introduced m 1916 but rata have 
been revised several times A super tax on a progressive 
scale in addition to income tax is charged on ail incomes 
above Ri 25,000 The following arc the rates of taxation 
according to 1948 49 budget — 

Rates of Income Tax 

1 In case of every irdwdual, Ihrdu undivided family, unrtguteud 
firms etc 

On the first Rs 1,500 of the total income No tax 
On the next Rs 3 500 of the total income Oneannaarupee 
On the next Rs 5,000 „ „ „ „ 2 annas a rupee 

On the next Rs 5,000 „ „ „ „ 3 IJ2 annas a 

rupee 

On the balance of ihe income 5 annas a rupee 

2 In case of a company 

On the whole of the income up to Rs 25,000 21/2 annas a 

rupee 

If the income is above Ra 25,000 5 annas a rupee 

3 In case of every local authority 

halca arc tl c same a» in case of the companies 
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Rates of Super Tax 

1. In case of every individual , Hindu undivided family, unregistered 
firms etc . 

Rates of earned Rates ofun- 
Slabs of income income (as. in earned in- 

the rupee) come (annas 
per rupee) 


On the first Rs. 25,000 of the in- 
come. 

2 

3 

On the next Rs. 15,000 of the 
total income. 

3 

4 1/2 

On the next Rs. 15,000 of the 
total income. 

5 

6 

On the next Rs. 15,000 of the 
total income. 

6 

7 

On the next Rs. 15,000 of the 
total income. 

6 1/2 

8 

On the next Rs. 50,000 of the 
total income. 

7 

9 

On the next Rs. one la,kh of the 
total income. 

9 1/2 

9 1/2 

On the next Rs. 1 lakh of the 
total income. 

10 

10 

On the balance of the income 

In case of registered co-operative societies 

10 1/2 

10 1/2 

On the first Rs. 25,000 of the total in- 
come. 

No tax. 


On the rest of the total income 

2 annas in 

a rupee. 


3. In case of local authorities 

On the whole of the total income Two ananas per rupee 

4. In case of every other company 

On the whole of the total income Three annas per rupee 

This shows that in case of incorporated companies and 
local authorities there is- no -exemption limit and the super 
tax is charged on their total income. . • 
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(4) A distinction is made between earned and un- 
earned income and relief to the extent of one-fifth ol 
the income is granted in the case of earned incomes in 
accordance with the budget of 1948-49. Tills new 
innovation first introduced in 1946 has removed a greal 
defect from the income tax act of the country. 

(5) In 1947-48 full year budget the combined rate 
of -/15/6 per rupee for income tax and super tax was 
reached on an income ofRs. 1 .2 Inks in the case of unearned 
income and Rs. 1.5 lakh on earned income. In 1948-49 
tlmhas been considerably relaxed and the maximum ratc of 
-/1 5/6 is now readied both for earned and unearned in- 
come at a level of Rs. 3 . 5 lakhs. 


(6) Since the year 1937-38 a part of the income tax 
yield is given over to the provinces. The amount depends 
on the size of the divisible pool but the share of the 
provinces has rangedfromRs 1.25 crorcs in 1937-38 to 
Rs. 36 41 crores (budgeted) m 1948-49. 


This division of income tax (excluding super tax, corpo- 
ration tax, tax on federal emoluments and tax collected from 
the High Commissioners’ provinces) among the provinces and 
the centre in accordance with the recommendations of the 
rsiemeyer Report which was submitted on April 6, 1936. Sir 
Otto Niemeyer recommended that fifty per cent of the 
income tax should be distributed among the provinces and 50 per 
cent retained by the centre But in case the income of the cen- 
tral government from die income tax and the railways was 
less than Rs. 13 crores the Centre could retain the whole of the 
provincial share for a period of five years and then start releas- 
ing the same at the rate of one sixth of the retained share within 
he next live years so that after ten years of the acceptance of 
the lecommendations the provinces may get their full share. 

dUtrih»w-ff^r^ ent °[ rc V enuc from income tax was to be 
ba£ • Be^nH 6 thc provMlces on Ae following percentage 

‘ T" i g i a, p 2 °v£ cr cent » hom bay 20 per centT Madras 15 
cent CP *• ;; ; 5 pe f cent > B'har 10 per cent, Punjab 8 per 
andN W F^p* j Cnt ’ ^ ssam » Sind, and Orissa 2 per cent each 
and the es'tahlUhmJlf/ . ® mcc the partition of the country 
of India and hn Pa ^ ,sta n some provinces have gone out 

ha!e also chJZ",' ^ P">™c= of Punjab an<T Bengal 

the orieinal rji ’ therefore, become necessary to change 

Present ta,e « g/ reSCnb ? d Sir N.emeyer and at. lie 
following is tL C0,tie ,n . f °rce since 15th August, 1947) the 
8 he percentage basis of distribution of income tax : 
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Bombay 21 per cent; Bengal 12 per cent ; Madras 18 per cent ; 
tJ. P. 19 per cent'; Bibar 13 per cent ; Punjab 5 per cent,; 
G. P. 6 per cent ; Assam 3 per cent ; and Orissa 3 per cent. 

(7) The income tax in India is now collected at the sour.ce 
wherever possible and the tax is deducted before tire income 
actually passes in the hands of the assessee. It has become 
incumbent on the part of an employer to deduct the tax from 
the income of his servant, if his income is assessible, and deposit 
it with the government. Failure to do so makes the employer 
liable to pay the tax. 

(8) Joint families in our countries are accorded a step- 
motherly treatment by the government as in their case the 
tax is charged on the collecti\e incomes of all the members 
taken as one unit and is not taken separately. Thus the rate’ 
of taxation becomes quite high. 

(9) Tax is charged on tire total income of an individual 
which he gets from within or outside the country. Even those 
who are not the residents of the country but derive an income 
from India have to pay income tax on that income which 'they 
get from this country. Thus all the foreign firms doing business 
in India have to pay income tax in India. 

(10) In our country tax is not charged on the following: — 

(<?) agricultural income, 

( b ) income from charitable and religious institutions, 

(c) one-sixth of the income if it is saved in provident 
fund or paid as insurance premia, 

( d ) if income is derived from house rent, one-sixth of 
the income is exempted for repairs, and 

(e) inheritance or gifts are also exempted.* m , * 

(11) One other defect in the income tax act of the country 

is that it does * not' allow abatement for marriage, children's 
education, upkeep of dependents, for meeting doctors’ bill, and 
in case of maternity' and child birth. In most of the advanced 
countries, of the world relief is granted on all these accounts. 
There is a great need for granting abatement on all these grounds 
in order to make the tax more equitable. > *• 

It may be pointed out in this connection that the Govern- 
ment of India have passed legislative measures to impose in- 
heritance tax or death duties as also capital gains tax. But 
so far they have not yet been charged as the government is 

*There is a small probate duty which is charged in some Cases. 
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husy making preparations for the lev} of these two taxes Wben 
these two direct taxes are also charged, our country will have 
all the direct taxes which the modem governments in the world 
are generally imposing and our tax system is a whole will be- 
come sufficiently more progressive 

Miscellaneous income Among the other sources of central 
revenue contributions from the railways are most important 
With the separation of the railway budget from the general 
budget in 1925 general revenues have begun to receive a de- 
finite annual contribution From the railways The amount 
vanes according to the financial position of the railways It was 
Rs 6 0 crores in 1926 27, Rs 1 4 crores m 1938-39 but reached 
Ks 32 crores in 1944-45 and again in 1915-46 but has been 
buogetedatRs 4 5 crores for 1948 49 Salt tax has been an lmpor 
tantsourccofrevcnue and yielded about Rs 10 crores annually 
but the tax was regressive and was abolished in 1947 Incomes 
trom other sources are more or less negligible The absence 
w pr ° S , rC T C dca,b dut > or cstafc duty has been 

,? ® r 5 ca ,scd a " d a hill to that c fleet has been introduced in 
the Dominion Parliament 

During the period of the war the retenue of the central 
g vernment increased to a large extent but expenditure in 
treated even more Therefore, there wa s a huge deficit even 
r™nj n , crcas ' d , ,n 5 0m ' «™etl b) raising the rates of 
existing taxes and by imposirg fresh taxation 1\ lt h tie end 

»'s»3 r ,w' f h t! “>, b " n S''-™/ 0 ,h ' 

mll contm ra n ken a dcc,,n ' ,n "venue The deficit 
tuv defiert h, D f n,:lnd b «“ nwdc to rdl up the budge- 
tary deficit bj reducing the expenditure 

Proctnaal Revenue 

follow' S ° Ur " 5 ° r P r °v'ncial retenue nta, be classified as 

cotia 'or "protmual' i?A “ CBC on alcoholic hquots and nar 
(4) scheduled taxes ' (awL “ ” kB0 "' n ( 3 ) >»mp duties 
®ent (6) miscelbnpni.s *^° ntributJons h> the central govem- 

v* tabic 1 bdrsrr ,r b as «* 

the main sources from wh,l l0ta prcmrcnl «venue and also 
a selected number ft maj ° r part oflt ,s collected for 
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(In crores of rupees ) 



Total revenue 

Land revenue* 

Provincial 

excise 

Stamps 

1921-22 

61.3 

29.1 

15.7 

10.1 

1925-26 

76.8 

29.8 

18.2 

12.7 

1929-30 

83.7 

27.8 

18.6 

13.2 

1933-34 

76.3 

25.1 

13.8 

11.5 

1937-38 

85.8 

26.4 

14.4 

10.7 

1941-42 

108.7 

27.4 

14.2 

10.3 

1943-44 

168.5 

30.2 

27.9 

14.6 


Land Revenue. Land revenue is the mainstay of the pro- 
vincial finance but unfortunately the income from this source 
has remained more or less stationary all these years. This 
is a great defect of this tax. There are, broadly speaking, 
two types of land revenue system in our country, (1) perma- 
nent settlement where the land revenue has remained fixed 
since the year 1793 and (2) temporary' settlement areas where 
the revision is periodical ranging from twenty to thirty years. 
In the temporary settlement areas there are three types of land 
revenue (1) ryotwari, (2) mahahvari and (3) zamindari. In 
case of zamindari tracts and permanent settlement areas, there 
is a class of middlemen intervening between the state and the 
actual tillers of the soil. These middlemen, called zamindars, 
exploit the poor ryot and charge land revenue at a very high 
rate from them and deposit only a fixed amount with the govern- 
ment appropriating the rest as profit. In tire case of temporary 
settlement areas the governments charge about forty per cent 
of the net asset of the land in the form of land revenue. But 
the zamindars take roughly eighty' per cent of the net asset 
and appropriate this huge profit. The governments of the 
country are doing well in abolishing zamindari as by this mea- 
sure they will be able to remove the middlemen who make 
huge profits and serve no useful purpose. It will then 
be possible for the government to increase the rates of revenue 
and remove the inelastic nature of the tax. 

Yet another defect of tire land revenue, at the present time, 
is that the rates vary from province to province and even within 
the province. It will be better if the provincial governments 
agree to have some uniform rates of land revenue and levy 
them at a progressive rate. 


* Excluding revenue due to irrigation. 
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It is Rood tint the promicitl gmernmems arc tjiinkinfi 
of taxing agricultural income al o Tie Government of Assam, 
Bengal Bihar and U P have already parsed Icgjslatut measures 
for its imposition Other governments should tlso lev) this 


Provincial Excise Tilts revenue is m the nature of duties 
and is derived from the manufacture and sale of intoxicating 
liquors drugs and narcotics Tins source is capable of yiddirg 
increasing amount of revenue, as was demonstrated during 
the period of war But this c\tra revenue can be earned mostiv 
at the cost of the health and morals of the people and no govern 
m nt should be willing to go tlntlength for the sake of revenue 
The present provincial governments '’re all wedded to the policy 
of iltimate prohibition But this is to be introduced graduam 
and ci long as complete prohibition is not attaired all kwos 
of ics met ions will continue to be enforced to discourage their 
production and sale Tins means not only the loss of reveri e 
from this source but also an increase in administrative expend* 
ture for implementing the prohibition pohey 

Stamp Dutus Tins revenue is derived from judicial ard 
commercial stamps These charges arc m the nature of fees 
and the yield is not very clastic The increase m revenue from 
this source has been less than 50 per cent between 1921 22 and 
1943 14 


Scheduled Tates These are the taxes which the provinces 
were empowered to impose and they were further supple 
mentedby the Act of 1935, The taxing powers of the provinces 
include among others the right to tax betting, amusements 
professions advertisements, sales tax, etc 

Almost all the provinces have utilised most of these taxes 
and only a few have not been tried Tax on betting and amuse 
ment which was imposed by almost all the provincial govern 
meats after the inauguration of the provincial autonomy has 
proved very beneficial to the finances of the provinces 

Sales Tax It is a new source of tax which the provincial 
governments have found it pos ible to impose after die decision 05 
the Federal Court m favour of the provinces It is also proving 
very beneficial from the point of view of yield and the Madras 
Government has been able to offset the loss of about 15 cfores 
Of rupees due to prohibition With the help of this tax Other 
provinces are also earning a good amount from this 1 3X and 
there are chances of further increase in it provided the tax is 
properly administered 



PUBLIC EXPENDITURE AND RLVL.NUE IN INDIA 


635 


Sales tax is of two types : (1) a turnover tax imposed on 
all the commodities and (2) a select-commodity sales tax im- 
posed on the sale of some selected commodities only. The tax 
may be multiple point when it : s charged eveiy time a sale 
is made or single point when the tax is charged only once no 
matter how many times a commodity charges hands. Both 
the varieties of the tax can be imposed but only a very limited 
number of commodities have been subjected to multiple sales 
tax because the effect of this tax being cumulative its total bur- 
den on the consumers is very heavy. In our country where 
there are a large number of middlemen this applies with greater 
force. 

Sales tax is an indirect tax and is therefore regressive in 
nature. To remove this regressive nature to some extent, the 
governments adopt a number of measures. First, they exempt 
a number of commodities, generally, all necessaries for exis- 
tence from this tax so that the burden on the poor may be less. 
Then they prescribe different rates and tax luxuries at a higher 
rate or subject them to multiple taxation. Sometimes they 
also discriminate in favour of small firms, imposing a mirimum 
exemption limit (which is Rs. 15,000 per annum) for the turn- 
over below which no tax is charged. Thus the smaller shop- 
keepers doing business on a small scale in villages are not bur- 
dened with this tax. 

As regards the incidence of this tax, it may be on the shop- 
keepers as well as the consumers. This will depend on the 
relative elasticity of demand and supply of the commodity. 
These da) s when there is a general scarcity of most of the 
commodities, it can be safely concluded that the incidence 
of this tax will fall mostly on the consumers. 

Most of the provincial governments of our country have 
imposed this tax and the last to arrive in the field is the Govern- 
ment of U. P. who have imposed it since April, 1948. They 
have prescribed a minimum exempiion limit of Rs. 15,000 per 
annum and all dealers whose annual turnover is below that 
limit are exempted. They have also given a long list of articles 
exempted from this impost and almost all the prime necessi- 
ties of life have been exempted. There are two rates of taxa- 
tion-three pies and six pies in a rupee and there is a schedule 
listing the commodities subject to different rates of tax. Tire 
tax is single-point as well as multiple-pom t on some commo- 
dities but on most of them it is only a single-point tax. The 
government issues a license to all those dealers who are autho- 



n MnMrvrws or rroNovnrx 


H6 


rued to charge this tax from tl e customers and they have to 
show that license prominent]) in their shop ?vo one vuthout 
the beer sc can charge this t ix The dealer is required to 
issue i cash memo at the time of taking the tax 

There is some confusion in the mind of the public a* re 
cards the implications of tins tax and the) arc not sure as to 
hen it should be charged and when not Tins being the 
first >ear of its imposition the administrative maclwfry 
of the government is not yet perfect Put with yean to come 
the condition will improve and there is no gainsaying the fact 
di it this tax has a great future not only in our province but in 
II the provinces of the country 


Contributions from the central Allotment Almost all tl e 
soutt i of provincial revenue arc inelastic and inadequate as 
rcgai ds the growing needs of the provinces Tie defects of 
the Meston ‘'cttlcmcnt by which the finances of the provinces 
were separated from die centre w 1921 were realised at that 
time and since then there has been an agitation for adjustments 
,r l T^ IC position was reviewed afterwards and in the Act 
oi 1935 it was stipulated that the provinces should get certain 
assistance from the centre The assistance has been given 
man ly in the form of (a) sharing with the centre the income 
tax revenue (b) pay ing back a part of the jute export duty to 
c A ut F Brow mg provinces and (c) subventions The total 
of a 1 i these payments mcrea cdfrom Rs 7 crorcs m 1 937-38 to 

Rs 12 * crorcs in « 41 42 andRs 40 croreS 10 46am! hove 

beer budgeted atRs 40 3 crores for 1948 49 (The figures for 
)n , “ff 1 1J !T ee vears «Hle to undivided India and the last one 
to Indian Dominion only) 

t k.. from 0, j icr sources Knot very important From 

* surv ey of the provincial revenue it is evident 
\erv h^m«° nnCCS r £ a ' c keen In great difficulty from the 
belone to ^ nancia * settlements The sources that 

the provincnl £* ovinccs arc generally inelastic Moreover 
reform w Wt ‘ ^ moments arc pledged to various plans of 

Of ™ ««'* r"fa™ d °r son,c f,' hC ' r rr ne x rca 
are two ~ IaC r of mc reased demand for it There 

.. Jr;: T h,ch ihc 

centre and (b\ hv .Jl! C rca ' c d grants or assistance from the 
vinccs A la PPmg all possible sources in the pro 

added that * tr? S* 1 ° f * hc d,fficult > * 

ovoid™? those .tnS™K" S C '' 17 “ em ° r , ex ) : ™ d,tur<; anl1 

ms which are not essential Provinces 3 re 
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already working in these matters. The centre is being pressed 
upon to give to the provinces a larger share of the income tax 
revenue and pay back to the provinces the exoport duty on 
other articles besides jute and the central excise revenue. Pro- 
vinces, on their part, are exploiting their jesources and other 
sources of income further. Some provinces have nationalised 
road transport and have plans for nationalising other impor- 
tant key industries and public utility services. These may be 
able to produce some profit in course of time. 

There is not much scope for assistance from the centre at 
present from its existing resources with its present encum- 
beranecs. Central government needs adequate resources to 
enable it to function as a strong and stable central government 
and to maintain strong defence services. 

The provinces, therefore, have to fall back mainly upon 
their own resources. The burden of taxation in the provinces 
is not very high and there are a number of taxes which the 
provinces are yet to exploit . Agricultural income tax, general 
sales tax, taxes on advertisement and betting and others have 
been introduced only in a few provinces. There is much scope 
for further development. 

The centre is empowered to levy succession duties or death 
duty, on property other than agricultural land, terminal taxes 
on goods or passengers carried by railway or air and taxes on 
railway fares and freights but the net proceeds of any such taxes 
levied are to be paid to the provinces. As the provinces are 
in great need of funds and greater demand is being made for 
contributions from the centre it should exploit these sources 
and make more resources available to the provinces. 
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ECONOMIC PLANNING IN INDIA* 

\s m man) countries, so m India economic planning « 
a fashion of thouglit On the platform and in the press a great 
real js being shown for it Books, pamphlets, brochures anu 
reports ha\c appeared which embod) the views of mdmto' 
thinkers industrial magnate* and the government on how the 
econom) of the countiy should be reconstructed or planned. 
But no economic planning worth the name has >et been taken 
in hand __ 

J\ttd for economic planning w Indto — present Situation tne 
need for economic planning in India is certainly very 8 r £ at 
and urgent It cannot be too much emphasised India has 
a topsided low level and deficit econom) About three-fourths 
of her population is dependent for their Jiving on land But 
her agriculture is in a ver) poor way The land system is un- 
just ami iniquitous It is a remnant of feudalism and is charac- 
terised by the existence of parasites in the shape of zamuidars 
and middle men who fatten on the tillers of the soil Only 
about one third of the land belongs to the actual tiller The 
holdings aie scattered and fragmented, die avciage holding 
being not more than three acres which is absolutcl) uneconomic 
The methods technique and implements of cultivation are of 
the old tjpe Irrigation facilities are inadequate Onl) about 
23 per cent of the area undercultivation is irrigated, the rest 

•All motiei f gores in thu plan arc based on the rupee at appto’Utnatelj 
the average pr « le cl for the penod 1931 39 The other figures are either 
1939 or 1941 fibres Tie figures are pre p rtiuon fgures Tie Plat) I s 
assumed to start in 1943 


Some of the relevant post pirtiiio j figures are n ted below — 
Indian Un on PaJasUn 


Area m thouand square 


1 220 

361 

miles (me) id ng stite’ 
Populat n in ih usa ds 

IJ4I 

319 016 

69 08'’ 

Ar-a under call vai on (in 

1938 J9 

'’83,943 

53 183 

thousand acres) 


Area under irr gat on(tho j 
sand acres) 

1938 39 

456,79 

18 748 

Culm ible s iste (tl ojsand 

1938-39 

88 462 

2a,Q[C 

acres) 



Total 
I 581 

3 it 

330 -To 

UJ47B 


_ ’•Refercuce 4 Plan for lie he n mie Dretofmtnl for Irdta Or Tb* 
&>n%Pfc« I , pj Plan \i N Ro> The Gar.d>uan Plan byS \ tgenral 
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depends upon the vagaries of the monsoon and rainfall. Manu- 
ring, seed-selection, rotation' of crops are not up-to-date. The 
productivity of the soil is very low. It is the lowest in practi- 
cally all the crops wheat, rice, sugar cane, cotton, etc, among 
Egypt, U. S. A. , China and Japan where agriculture pla^s an 
important role in the economy. The agriculturist does not get 
proper finance and is burdened with an unbearable debt which 
was calculated to be Rs. 1,000 crores in 193/. It is rightly said 
that he “is born in debt, lives in debt and dies in debt 5 ’. Also 
the peasant labourer is whithout work for peiiods extending 
from 3 to 6 months. 

\ As to the manufacturing industry, although India is industrial-* 
ly tird" most developed or die least undeveloped country in Asia 
yet as compared widi the industrial countries of the West she is 
very backward indeed. No doubt, a number of large scale 
industries have come into being — such as cotton, iron and steel, 
sugar, jute, cement, paper, etc., but the industrial development 
of India has not been commensurate with the size of the country, 
its population and its natural resources. The progress that has 
taken place is confined, to all intents and purposes, to the consu- 
mers 3 goods industries. The heavy and key industries like die 
chemical, engineering and capital goods industries which are 
absolutely essential for industrial development are more or less 
conspicuous by their absence and the country depends for supplies 
of these basic goods most!) upon foreign countries. The propor- 
tion of population employed in the manufacturing industry is 
about fifteen percent only. 

Regarding the means of transport and communication 
they are in keeping with the backwardness of agriculture and 
industry. There exist only about 41,000 miles of railways as 
against 1,90,000 miles in Europe minus Russia, which is equal 
in area to India. The mileage of roads in die country including 
the mileage in states is 347, 132 which is 0.18 per square mile 
and 76 miles per 1.00,000 of population as against 1.00 per square 
mile and 2,489 miles per 1,00,000 of population in U. S. A. The 
inland waterways, though used as much as possible for purposes 
of transport and communication, ha\c not yet received due 
attention. This is also the case with the coastline of over 4,000 
miles. Civil aviation is as yet in its infancy. 

The vehicles of transport and communication are mostly 
primitive. Old types of boats and bullock carts ply the water- 
ways and the roads. At the time of the, outbreak of the war 
there were hardly 5 motor trucks for every lakh of population as 
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against 1,200 m U K and 3,300 in U S. A An Indian mer- 
cantile marine is badly wanted and a ship-building industry 
is gready lacking 

In other sectors of the Indian economy, trade, money and 
banking, finance, etc the situation is not what it ought to be. 
About 13 per cent arc employed in trade and services 

The result of all this is an extremely low national dividend 
The per capita per annum income id India is Rs 65/- as against 
Rs 1046 in U S A , Rs 980 in U K , Rs 796 in Australia , and 
Rs 210 in Japan The low national dividend js very unequally 
distributed It is estimated diat less than 5 per cent of the peo- 
ple enjoy about one-third of it, about 33 per cent rake another 
one third and remaining 62 per cent get the rest one-third In 
the rural areas where about 90 per cent of the population lives, 
the average per capita income is said to be Rs 18/- only. No 
wonder then that the masses are steeped in poverty. They are 
poorly fed, the food shortage is calculated to be 4 1 billion 
calories, about 48 millions (‘average men') go without food and 
about two-thirds of the population gets onan average about tlxree- 
lourths of the diet given to prisoners in jail, the quality of the 
lood is poor, lacking as it doesnutritivc and protective elements. 
Iney are poorly clad, the per capita consumption of cotton cloth « 
U 5 yds (1937-38) as against 64 yards m U S A , 34 yards in 
Germany, 21 4 yards m Japan and 19 1 y ards m Lgypt They 
are poorly housed, for the whole of India there is one house 
or every 5 _I persons, m _big cities like Bobmay they get an average 
27 SC l U nnn fc ? 1 per P erson 33 against 100 sqare feet 
8 } Ve Vj‘ e 3.000 cubic feet of fresh air considered as neces- 
l,2L° r and slec P on street, pavements; m rural areas the 

„i ? rc ,n samtary and ill-ventilated and human beings and 
ea tie share ‘hem together The infant mortality is very high 
n k g P e ^ i>00 ° * ,ve births as against 48 in U S A , 58 in 
G t " many 7 , 38 10 Austra lla and 1 1 4 m Japan The 
26 56 of 1,fc ,s very ,ow bein S 26 91 lor males and 

XJ K 59 8fil^ a «o a ff ins S> 60 60 in U S A , 60 18 and 64 10 in 
ha md 4699 d A 6 ?n 8 c V 11 German y * 63 48 and 67 14 in Austra* 
tivelv Thp 2 ^ 63 10 J a P an > for m ales and females respet.- 

but it w p0Vver , ,s cer tamly vast— about 400 millions 

discinhnef 1 P nn ), ^ 3 Ualuy II 1S ignorant, untrained and un- 
are Ivtervte’ih a 4 6 pcr C r nt P eo P* e above the age of five 
of 5 k literate * S> ° neoUt of ever T scven Indians over (he age 

,T d p0sst } llUie / , WuJc this is the existing sad 
h regard to the Indian economy, its potentialities 
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and possibilities of improvement are very great. There is no 
/Sector of the economy in which something striking cannot be done, 
vulherenre abundant untappecLresources-that can-be.tapped. There 
are about 170 million acres of land which is ‘culturable waste’. 
This can be made to come under the plough. The land system 
can be reconstructed and the parasites there eliminated. Modern 
scientific methods and technique, chemical manures, up-to- 
date implements and machinery, better varieties of seed can be 
used. Irrigation facilities can be increased. Adequate finance 
can be provided and the burden of debt lightened. Proper market- 
ing system can be brought in. In industry, ‘key’ or basic and 
heavy industries can be brought into existence — industries like } 
chemicals, hydro-electric power, capital equipment, motor trucks 
and automobiles, etc. Light industry to produce consumer’s 
goods like medium-sized and cottage industries can be deve-j 
loped and encouraged especially when cheap electric power » 
is brought to them. In communications, waterways, roads, 
railways, airways can be doubled or trebled. The old fashioned 
vehicles can be improved or replaced by the use of pneumatic 
tyres on cart wheels and power engines on boats. Sd'alsoThe’i 
money and banking and the financial system can be reorganised, j 
Above all, the human factor — India’s vast man-power — can be' 
made awfully fit throughensuring provision of better food, proper 
clothing, healthy houses and necessary training and education. 

All this can be done and much more. When it is done (tire 
National Government has started doing something), the national 
dividend will go up a good deal and the face of things in the 
country will take on a cheerful look. 

How to do it ? 

Economic planning the way. There is only one way of doing 
it. That is the way of economic planning. This needs expense, 
mastery of detail , comprehensive vision, boldness and courage, 
which the central government alone can bring to bear on 
the task. That means masterful planning. A master economic 
plan for the country is , therefore, the crying need of the time — a 
masterplan sponsored or helped by the central government. 

brief review of economic planning in India. As said in the 
beginning, there has appeared in India a good deal of literature 
on economic planning and consequently a number of schemes 
for the purpose are in the field which their authors hold will meet 
the needs of the situation very well. < 

The awakening, of interest in economic planning in India 
dates from the thirties of the present century. The launching 
41 FE 




FUVDUfFNTALS OP ECONOMIC* 


642 


of the First Fite Year Plan in Russia, of the Hitlerian Four Y ear 
plan m German), of the Rooscvchian J^cu Deal in U i> A 
and the success attending these we rr resporrob c for it Inc 
pioneer m the field was Sir M \ rvesvaraya who m his book 
'Planned Economy for India’ published in 1934 stressed die 
need of planning the economy of India on western lines inc 
Indian Economic Conference discussed the question at its session 
m 1931 35 and again m 1930 39 In 1930 the Indian ISational 
Congress appointed a JSational Planning Committee to address 
itself to the task of drawing up a comprehensive plan for the 
country The Committee did some work tn 1939*40 But in the 
same year the World War II broke out, the country s resources 
were diverted to war purposes, a bo the national leaders "ere 
clapped in jail So the Committee esmt practical!) to an end 
and even thing concerning economic planning was put in cold 
storage About 1944, hovvever, when the war tide turned JO 
favour of the Allies and the problems of post *uar reconstruction 
began to be thought of, interest in economic pi inning revived 
It became a sort of craze The >ear saw the publication of al 
most all the important plans that are in the field The first to 
appear was the plan entitled 'A Plan of Economic Development 
for India’ popularly dubbed as the Bomba) plan Then came 
the People’s Plan, the Gandhioc Plan, and Reconstruction in 
Post War India The first was b> eight industrialists of Bomba)* 
the second b) M Is Roy on behalf of the Indian Federation of 
Labour, the third b) Sbriman IWain Agarwal and the last b> 
Sir Vmesvaraya The Government abo shook ofF its lethargy 
under pressure of public opinion ardcreated m this very year a 
separate Planning and Development Departmentvmh SirArdeshir 
Dalai at its head The Department set up 29 Panels to determine the 
lines and the extent of possible development in all the important 
industries and to make recommendations in their connection 
In 1945, the Government of India annouced ns industrial policy 
m which it pointed out the desirability of the public undertaking 
of certain key and essential industries and of centralized control 
over the rest of the period covered by the Government of India 
Act of 1935 In 1945 and the following years were published a 
number of books and brochures supporting or criticising all or one 
orthe other of the above mentioned plans or proposing variant 
of them or the planning of one sector or another of the economy 
of India In 1946, the Planning and Development Department 
was abol whed and the planning of industries was transferred to the 
newly i instituted Industries and Supplies Department In the same 
year was appointed the Adivsory Planning Board to undertake 
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a rapid survey of the whole field and to make recommendations 5 
in regard to the coordination "and improvements of planning 5 
as well as the objectives and priorities and the future machinery 
of planning. The report of the Board was published in 1947; 
it contains valuable information on many important questions 
concerning planning. In 1947 came also the Birla Five Year 
Plan. This year — 1948, a few months back the national Govern- 
ment of India announced its 'economic policy. Also this year 
the reports of the various Sub- Committees of the National Plan- 
ning Committee have come out of the Press and are before the 
public. 

This is all paper planning. So far as economic planning ' 
in actual practice is concerned anything very substantial has ’ 
not thus far been done. Much could not be expected from 
the foreign rulers and even the economic policy they adumberated 
was in the interests ofBritain more than of India. Tire National 
Government that assumed the reins of office on August 15, 
1947, had , from tire very start, to concentrate all its attention 
and energy on tackling the problems that partition of the country 
into Pakistan and the Indian Union, brought in its wake, 
problems such as those of the unprecedented cold-blooded mass- 
acres of people, the settlement of the refugees from Pakistan, the 
Hyderabad tangle and the Kashmir War. Some of these have 
luckily been solved and the others are on way of being solved. 
Still the Government has taken certain steps which although | 
drey cannot be called economic planning in the real sense augur | 
well to put India on the road to a planned economy. Some 
of the steps are these. One step is the recent announcement 
of the Government’s economic policy which will be aimed at 
more or less a c omp romise between capitalism and socialism. 
According to it the key industries will be owned and managed 
by the State and the State will have a good deal of control over 
most other ixrdustries and will help (he small and cottage 
industries. It also premises to let private enterprise develop 
without any great interference for a period of ten years after which 
the question will be considered. Another step is the decision 
to abolish Zamindari in all the provinces. Bills for the purpose 
have been introduced in the Provincial Legislatures. The third 
step is tire launching of the Damodar Valley Project and the 
Tungabhadra Valle)’ Project which will supply water for irri- 
gation to thousands of acres of land, and hydro-electric pov r er to 
all types of industries — large and small. Still another may be 
pul down as the proposal to set up one or two iron and steel 
plants* of the Capacity of one million tons cadi somewhere in 
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Bihar and the slup-bui filing industry to be started under govern- 
ment jurisdiction, ' 

i y The Important Plans 

Of the several plans that have appeared in print in India 
special notice deserves to be taken of three only. They arc : 

the Bombay Plan, (2) the People’s Plan, and (3) the Gandhi* 
an Plan They arc important because the) represent three 
different ideological approaches to the problem of economic 
planning in India and lay emphasis on different methods of 
tackling that problem. Also the) arc important because the 
other plans art, more or less variants of these, most of them of 
the first 


The Bombay Plan 

Ideology and principles. The Bomba) Plan is the captalists’, 
industrialists* plan It is \\hol!) materialistic in outlook. Its 
proponents would preserve the capitalist order an’d pTan within 
us frame- v. or k. That order — private ownership, free enterprise 
and tiie profit motive— they recognise has admitted short-comings 
and obvious weaknesses but it has also to its credit enduring 
achievements. Hence what is needed is that the order should 
be modified and not uprooted The authors would , therefore, 
plan lor change but also for stability and orderly development, 
f hey lay down the follow ing principles of planning : — I. There 
should be sufficientscope for the play of individual initiative hnd 
enterprise. 2 The interests of the community should be safe- 
guarded by the institution of adequate sanctions against the 
abuse of freedom 3 The State should play a positive role 
m the direction or economic policy and the development of 
economic resources 


„ , J?f j . ect ! ve ' Thc objective of the Plan is to double the present 
per capita income within a period of 15 yean so as riot only to 
ecure a minimum standard of living but also a reasonable 
margin over the minimum requirements of lifr. Tlie minimum 
EX l * ead are , a wclI ‘ ba,a °ced diet with an energy 
sfuTJ Ilf, 0 / M mes P cr °*y>. yards or cloth per annum, 100 
standard nf wm! « s .? ace * facilities for maintaining a reasonable 
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merits and the balance for ^comforts, recreation, etc.}, will be 
needed. The figure Rs. 135/- is just over double of the present 
per capita income of Rs. 65/^ it is the goal of the Plan. As 
population will be increasing at the rate of 5 millions per annum 
and will be 489 millions at the end of 15 years the doubling of 
the present per capita income will come about only by raising 
the present aggregate national dividend of Rs. 2,200 crores to 
Rs. 6, 600 crores, that is by trebling it. 

Cost. The three-fold increase in the national dividend 
of India the Plan would bring about by an investment of Rs. 
10,000 crores divided as shown under : — 

Rs. (crores) 


Industry 4,480 

Agriculture 1,240 

Communications 940 

Education 490 

Health 450 

Housing 2,200 

Miscellaneous ' 200 


Stages. The Plan is to be executed in three stages of 5 years 
each. In the first quinquennium the total amount to be spent 
wall be low as the material resou rces and personnel available 
at the b eginning will be comp aratively smafiT As' the Plan 
develops^ both these requisites will become available in in- 
creasing proportions and the tempo of progress will be accelera- 
ted. In the first stage the cqnsurnp tion-goodk in dustry wall be 
accorded a liighpriority , while ,Jiaiic„ industry ’which starts at a 
moder ate pace .will develop rapidly in the second and third 
stages. 'Agricultural progress will be more or less steady. 

Logic and methods. The logic .underlying the proposals 
** made in the Plan and the methods whereby the proposals are to 
be executed are indicated under Production to a certain extent, 
but much more, clearly under Distribution and Role of the State. 

Production. The plan is primarily^ a _planjof production. It 
gives the first importance to the development of industry. This 
is so because the industrial potentialities of the country have to a 
great extent, remained unexploited so far and adequate pro- 
vision to make up this lag in industrial development would natu- 
rally mean a large percentage increase over- the present- level. 
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The industries to be developed are basic industries and con 
sumption goods industries The former are listed as motive 
'power, mining and metallurgy, machinery, machine tool, chemi- 
cals armaments, transport, cement, etc These should be 
developed first because without power, machinery, chemicals 
etc no industry can be established and without fertilizers agn 
culture cannot make an) progress** The latter are textiles, glass, 
leather goods paper, tobacco, oil, etc These are attached second 
place of importance but are to be developed side by side with 
the basic industries so as to meet at least the essential require 
ments of the people At the same time are to be started small 
scale and cottage industries not merely as means of affording 
employment but also of i educing the need for capital in the 
earlier stages of the Plan The target fixed for industry is 500 
percent increase by an investment of Rs 4,400 crores 

In regard to agriculture the expenditure is to be Rs 1,240 
crores It is kept low deliberately because the demand for food 
crops which form the bulk of our agricultural products is com 
paratnely inelastic, even after taking into account the probable 
increase in population and also because it is supposed that a moie 
than 130 per cent increase is not likely to be absorbed Still 
the Plan aims at agricultural development not merely to in c re ase 
production generally but also to increase the production of those 
crops which are necessary for feeding the population This 
would necessitate a readjustment of the areas under cultivation 
of different crops Areas under commercial crops like jute 
tea, cotton, oilseeds etc , would have to be adjusted to the con 
ditions ofintemational trade ‘'Agricultural production would be 
increased by consolidation of holdings, cooperative farming, 
liquidation of agricultural debt, prevention of soil erosion, better 
methods of farming adequate irrigation, better rotation of crops 
better seeds and manure improved types of implements etc 
Improved methods of cultivation will be propagated through 
model farms started by the State v The target for increase of 
irrigated area is 200 per cent for the number of mode! farms 
65,000 for income from agriculture here is a 130 per cent * 
ro C ^ ncern,n e communications the targets fixed are an increase 
of 21 000 miles of railways and 300 000 miles of roads, the former 
connoting an increase of 50 per cent over the existing railways 
mileage and of 100 per cent over the present roach mileage In 
addition there wifi be the metalling of 226 000 miles of earth 
roads, the developing of coastal shipping and erection of more 
pom and harbouis All this is proposed to facilitate the move 
ment ot goediand services which the increase in agricultural 
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and industrial production will effect. The proposed expenditure 
under this head is Rs. 940 crores. 

As to education, the execution of the Plan will require 
a huge personnel trained for technical posts in agriculture, 
industry and trade and for general administration. The Plan 
therefore, provides for facilities for education — primary, adult, 
secondary, vocational, university and scientific as well for research. 
A sum of Rs. 490 crores is allocated foi the purpose. The target 
is more or less the liquidation of illiteracy (primary) and it pro- 
mises sufficient cultural, vocational and scientific education. 

Proper houses and arrangements for maintenance of health 
areas essential for efficiency as education. The target for mainte- 
nance of health is via dispensary for every village (ii) general 
hospitals and maternity clinics in towns (iii) specialised institutions 
for the treatment of tuberculosis, cancer, leprosy, venereal di- 
seases, etc., (iv) proper arrangements in respect of sanitation, 
of water supply in villages and towns. On these Rs. 450 crores 
and Rs. 2,200 crores respectively are proposed to be expended. 

Distribution . Although the Plan lays chief emphasis 
on production, yet it sees all right that increased production 
will not eradicate poverty and raise standard of living unless 
what is produced is equitably apportioned among all those 
who contribute to it and not unjustly withheld by a few from 
the many. The policy that will bring about a fair dis- 
tribution should have a double purpose : (a) to secure to every 
person a minimum income essential for a reasonable standard 
of living and (b) to prevent gross inequalities in the incomes 
of different classes and individuals. 

To secure a minimum standard of living two classes 
of measures are proposed: ( i ) those that would raise the general , 
level ofincome and (it) those that would reduce the burden of ! , 
individual expenditure on consumption goods and services, ' 
i-e., the cost of living. 

>• The detailed measures suggested under the first _ sub- 
head are provision of full employment, increase in efficiency, 
improvement in urban and rural wages, fixation of agricultural 
prices, development of multipurpose cooperatives and reform 
of land tenure. Industrial expansion will absorb a large 
part of the working population. Trade and other 
services will absorb another considerable part. Seasonal 
employment in agriculture is to be met by mixed farming, 
cultivation of more than one crop-in .a year and subsidiary 
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industries Schemes of relief like unemployment insurance 
might also be devised The spread of general and technical 
education, better organization of industries, especially small 
scale and cottage industries, better organization of agriculture 
3nd trade, cheap electricity, improved tools, appliances and 
fertilizers arc bound to increase efficienq Wage rates in 
agriculture will increase with the development of farming 
A beginning m the establishment of minimum wages may be 
made in industries like cotton textile, sugar, cement, en 
gmccrmg jute, mining, etc For the principal agricultural crops 
fair prices would be fixed and the volume of imports controlled 
by tariffs or quota* Multipurpose cooperatives would help 
the cultivator find adequate finance, and stoic and market 
ms crop The principle of ryotwari tenure should be gradual!) 
applied to zamindan areas m the whole of India and as'ess 
ment of land revenue should be lowered with an exemption 

limit r 


As to reduction of inequalities, the Plan mates dear 
that though gross inequalities are undesirable, set Ihe total 
abolition of inequality, etch if feasible, would not be m the 
interest of the countr, It would, therefore, leave enough scope 
m lnccmc according to ability and ptoductmty, 
subject to the provision of a basic minimum 

are f ° r Kd “ cal & tllc c051 of living a, enumerated 

are prosision of free social sen ices, eg , primary and middle 
school education, adult education medical rSimntt etc, 

a°, r , KSen,,a ' r' mto > 

rural^ndustries °" C0S ' S r ° r doma,K >»' “nd for cottage and 

„.„Z°,„ a c0n stderable estent, the measures suggested to 

rSSTSre? “t mmim , Um ! ' a " d ard oflmng will help 
,? J „ 8 inequalities of income But according to it 

taxa Ura whTch 1 m e(T "’" hcKl r ' ,f nchievmg dns object is direct 

richer class* of mTtf'" mC ° m ' ? om lb ' “"'Fnmtively 
steeply graduated^* j F ,° orcr . Jt * 'hereforc, suggests a . 

for the « n„ d dl dut,es ' ind otilcr ^nular measures 
satum or?he P ounei S hiD ,Dd,c ^ cd «« decemrah 

can be done through Reform rtiTT f, productlon , " h,cl ‘ 
distribution of ,n , * and tenures, widespread 

tnbution ""of' mdustoes Vnd n !be°S l T**"'”' d “ 

enterprise Control development of cooperative 

cases by State owner dim ^ Tafc * acc ompamed m appropriate 
y state ownership or management of public ut&ttts, 
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basic industries, etc. -will also tend to diminish inequalities 
of income. Provision of fullest scope to small scale and cottage 
industries, especially in the production of consumption goods 
would also lead in the same direction. 


Finance The Plan is to be 
resources : — 

External ft nano 

Hoarded wealth 
Sterling securities 
Balance of trade 


financed from the following 
Rs. (crores). 

300 

1000 

- 600 


Foreign bon owing 


o 

o 

2,600 

Inland finance 

Savings 

... 

4000 


Created money 

• * • 

,3400 

7,400 


Total ... 10,000 


External finance is the finance available for payment to 
foreign countries for goods and services imported from them 
and internal finance is that required within the country’ for the 
mobilization of our resources. 

Role of the State. The role of the State in the national 
economy which the Plan contemplates, is based on a judicious 
combination of the principles of Capitalism and of Socialism. 
Coordination of general economic activity, management of 
currency and finance, collection of statistical and other in- 
formation, and adoption of legislation to safeguard the interests 
of economically weak classes are some of the important func- 
tions which are assigned to the State as a matter of course. 
As to questions concerning (i) ownership, (ii) control, and (fit) 
management of economic enterprises what the Plan would 
prefer in different cases is noted. Mobilization of all the avai- 
lable means of production and their direction towards socially 
desirable ends can be adequately' secured by State control. 
State ownership is necessarily invohed in all cases where 
the State finances enterprise which is important to public 
welfare and security. State ownership will also be all right 
where in the public interest it is necessary for the State to 
Control an industry but the circumstances of the industry are such 
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that control js ineffective unless it is ba cd on State ownership 
Armaments posts and telegrapf will be both owned and managed 
by the State Enterprises owned wholly or partially by the 
State like public utilities basic industries, monopolies, in 
dustnes using or producing scaice natuial resources and 
industries lecen ng ^tate aid should norrll) be subject to 
State control The foim the control nuy take is illustrated 
by fixation of pi tc* limitation of dividends prescription of 
conditions of work and wages for labour, nomination of Govern 
ment directois on the boaid of management, etc Where 
an enterprise is owned by the State there is a pnmajatxc case 
for its management by tl e State, but whether the State should 
actually manage it will be decided by considerations of effi 
cient management j bln v elfare and security 

In ddition t i esc controls which tl e State will exercise 
in future as will dining the pl-rnrg per cd thcic will be 
controls of npcraiy nature which during this period will 
have to be i orted to in the fields of production distribution 
investment fireigr trade wages and working conditions 
Control of] oducticr will aim at a piopci allccatior of resour 
ces so as to ecure better regional distribution of economic enter 
prises and to re-'ch the targets set for the different branches 
of industry It will operate chiefly through a system oflicen- 
sing new enterprises and extension of old ones Control of in 
dustrial distribution will be with a view to determining priorities 
for the release of raw materials, semi f mshed materials and 
capital goods Contiol of consumption in e^rfy stages will 
include rationing and distribution of consumers goods , later 
on its object will be to enforce fair selling prices and prevent 
inflation Control of investment will a'sume the shape of ap 
proval by the State of new capital issues Conlrol of trade 
and exchange will atm at conserving foreign exchange and 
protecting Indian industries Control of wages, working con 
ditions will be not merely to ensure fair conditions of labour 
but also efficiency of management 


Results expected The results expected from the Plan at 
the end of the 15 year period are the following 

„ Jr a !' caJ i note<1 lllc P" “‘t Ua income will rise from 
Ks ii j to Ks IJ5 Slid the total national dividend from Rs 2 200 
crates to Rs 6 600 crore, The three fold rise in tire national 
r dividend mil come about this vvaj The present contribution 
of industry agriculture and services to the total national diu 
dend is 17, 53 and 22 per cent respective!) These percentages 
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will change to roughly 35, 40 and 20. On their basis ihere 
would occur the following increments in the net income from 
industry, agriculture and services. 


Industry 

Agriculture 

Services 


Net income 
1931-32 
(Rs. crores) 

374 

165 

484 


Net income 
expected after 
15 years 
(Rs. crores) 

2,240 

2,670 

1,450 


Percentage 

increase 

500 

130 

200 


2. The economy of India will still be left mainly agricul- 
tural but the present overwhelming predominance of agri- 
culture would be reduced and a more balanced economy estab- 
lished as the occupational distribution given below shows : 

Occupational Distribution 


1931 



Millions 

Agriculture 

106.3 

Industry 

22.1 

Services 

19.2 

Total working po- 
pulation 

147.6 

Total population 

338.1 

3. The average income 


as follows: 



1931 


Rs. 

Agriculture 

114 

Industry 

161 

Services 

264 


per cent 

1962 

Millions 

per cent 

72 

129.7 

58 

15 

57.9 

26 

13 

34.7 

16 

300 

222.3 

100 

• • • 

494.0 

• • • 

per occupied person will 

increase 


1962 Incr ease per cent 

Rs. 

220 93 

368 129 

397 50 
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People s Plan * 

Ideology and pnrctples ‘People’s Plan for the Economic 
Development oflndia’ which is the full title of this plan is anti 
capitalistic ir its outlook It regards capitalism as being res- 
ponsible for the economic ills of the country, particular) the 
poverty of the masses, and holds that an) plan of economic 
development which has the profit motive as its basis cannot 
benefit the masses It is the socialist’s plan It is based on 
the following pnntiples — 1 The profit motne is the enemy 
of the people 2 The proft motivi must, therefore, go or be 
rigidly controlled ** Production «hould be for consumption 
and not for exchange 

Objeclue The object of this Plan is to provide for the 
satisfaction of the immediate and the basic needs of the Indian 
people within a period of ten years These are per adult a 
well balanced diet yielding 2,600 calories daily, 50 yards of 
cotton cloth, 100 square feet, at least, of space for decent shelter, 
freedom from ignoiance and freedom from disease At the 
same time, the Plan makes clear that this objective is not to 
be understood as indicating a rigid standard which, once attained, 
would not bother the planning authority an) longer, but as 
the steppirg stone to an ever rising standard of living for the 
people 

Cost The objective of the Plan is to be attuned by an 
expenditure of Rs 15,000 crores within the period of planning, 
distributed as shown under 


Rupees (crores) 



Capital 

Recurring 

Tot'll 

Agriculture 

2,794 

155 

2,950 

Industry 



5,600 

Communications 

1,420 

80 

1,500 

Health 

531 4 

227 9 

760 

Education 

573 

467 

1,040 

Housing 

3 100 

50 

3,150 


Grand Total 

15,000 


*T1 e plan refen to what was British India onlv The 
the qmnquenn al level of ^934 39 


estimates are on 
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The expenditure on agriculture will be : 

Rupees (crores) 



Capital 

Recurring 

Total 

Reclamation of Land 

600 

• • . 

600 

Irrigation 

600 

15 

615 

State Farms 

375 

125 

500 

Soil Conservation and 




Forest Department 

300 

15 

315 

Rural Industries 

200 

• • . 

200 

Manures, seeds, etc. ... 

720 

* 

720 

Grand Total 

• • * 

2,950 


The expenditure on industry will be : 

Rupees (crores) 

Industry Expenditure 

Consumer’s Goods Industry ... 3,000 

basic Jndustiy ... 2,600 

Total ... 5,600 

Ten years' period. In its tempo of development the Plan 

lays greater emphasis on agricultural production than on in- 
dustrial and greater on consumer's goods industries than on’ 
basic industries. Nearly 66 per cent of the expenditure on 
agriculture is concentrated in the first quinquennium as against 
about 20 per cent of that on industries. On this basis the 
first live years' period may be called the period of agricultural 
development, while that of <he last live years that of industrial 
development. Agriculture and basic industries are taken up 
from tire first year, the former with an expenditure of Rs. 200 
crores, and tire latter. with one of Rs. 100 crores. Expenditure- 
?n consumer’s goods industries, health and education starts 
in the second year, that on communications in the fourth, year 
and that on housing in the fifth year. Cottage industries are 
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relegated to the background 

The argument is this Agriculture is the principal in 
dustry of India About 70 per cent of the people arc employ cd 
in it and thev are in a poor way Thcv lack purchasing power 
That stands in the is ay of the development of large-scale indus- 
tries Agriculture must, therefore, form the foundation of 
any attempt to plan the ccoromic life of the country Agricul 
tural development is, therefore, given the first priority It will 
bring about an increase in the output of agriculture and there- 
by in the income of the cultivator That will be sufficient 
not only to meet the needs of the population but also leave 
surplus to be absorbed m the economy of the country The 
increased income in the rural areas will lead to an expansion 
of the internal market «o as to enable it to absorb an increasing 
volume of consumer’s' goods A proper basis for the deve 
lopment of industries will consequently be provided and the 
development of the consumer’s goods industries will become 
urgent But as the growth of industries and the provision of 
such services as health, education, etc will depend upon the 
extent to which a surplus is created on land, they are to begin 
m the second year As to the basic industries, they begin 
from the beginning but on a smaller scale, because an ade- 
quate development of the consumer's goods industries or the 
increase contemplated in agricultural production is incon- 
ceivable without their development and also because in their 
absence the foundation of a proper industrial development in 
the country must remain weak, but it is a little pathetic, and 
may even prove to be considerably harmful, to see people 
making a start with half fitted bellies and half clad bodies, 
thinking m terms of automobiles and aeroplanes The devc- 
~P ment °f communications and housing comes later because 
the farmer is, consequent on agriculture and industry, 
P r °“ uc, "S goods enough for circulation in the internal market 
and yielding a sufficient surplus for investment m com- 
munications and the latter upon the surplus becoming available 
lor construction of houses 


Method The methods proposed in the Plan for achieving 
«ie object in view are anti capitalistic or socialistic in character 
n agriculture, the Plan advocates the nationalisation of land 
and underground riches— mines, with compensation and com 
pulsory liquidation of the rural debt The compensation in 
, ca!e ,° r ’ h ' Matter is to tale the form of 40 tears self-liqm 
dating bonds carrying a 3 per cent rate of interest Them 
mo measures arc to be supplemented b> an cj-tcnsion of die 
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area under cultivation as well as the intensification of culti- 
vation of the area already being cultivated. The former can 
be done by bringing the ‘culturable waste’ under the plough ; 
the Plan aims at bringing 100 million acres out of the 170 
million acres of such land under the plough in the ten years’ 
planning period. The latter can be achieved by an extension 
of irrigation (the target here is 400 per cent increase in the area 
irrigated at present), the provision of manures and improved 
seeds, increase in the scale of cultivation from tire tiny fragments 
of the present to huge collectives, schemes of soil conservation 
like anti-erosion measures, afforestation schemes, etc., and the 
association of machinery with the process of agricultural 
production. The intensification of cultivation and the asso- 
ciation are to be facilitated by the startingof State farms all over 
the country. The number of such farms needed will be about 
25,000. These will hasten the process of collectivisation and 
training up of a cadre of efficient and scientific rural workers 
from among the cultivators. Collectivisation is to be volun- 
tary and the Government should promote it in three stages. 
The first stage will be in the case of the new land to be brought 
under the plough, which can be done cnly as a result of a 
‘collective attack’. The next stage will be the State farms 
using modem machinery which will serve as examples for the 
peasantry^ of the benefits of collective cultivation. And the third 
stage will pertain to the land cultivated today as small 
umemunerative strips in the cultivation of which modern 
machinery' under such conditions cannot be used. The 
increase of agiicultuial production envisaged is 400 per cent or 
more. 

The policy' in regard to industry will be one of ownership 
in some cases and of rigid control in others. All the new 
industries to be started during the peiiod of the Plan will be 
financed by' the State. Industries financed from the public 
funds will naturally "be owned and controlled by the State. 
This will be side by side with rigid control o\er the existing 
industries in which private capital has already been invested. 
The full expropriation of private interest in industries is not 
suggested. What is proposed is control in their case over tire 
profit motive. The full and uncontrolled operations of the 
profit motive may lead to the stupid result of killing the goose 
that lays the golden egg. The revenue permitted and gua- 
ranteed to private capital in these industries is fixed up at 3 
per cent as maximum. Industrial production is visualised to 
increase 600 per " cent. 
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\s to trade, the attitude towards it is again of strict rc 
gulation TIic circulation of commodities is not to be left 
to the normal channels of trade which arc known to behave 
m the most abnormal and anti social manner and cause arti 
ficial scarcities The Plan suggests that the circuit ion of 
commodities between the town and the village should be or* 
gamsed through Producers’ and Consumers Cooperatives The 
collective firms can fum-ium as the whole sale cooperatives m 
the rural areas while the State-owned and controlled Indus 
trial plants can do so m the urban areas Under these there 
«hould be organised a net work of cooperatives all over the 
country wluch will take up the work of distribution of 
comodiues at prices fixed b> the State within the limit of the 
purchasing power of the consumers Pending the creation of 
such a countrywide machinery, the present channels of trade 
are to be allowed to function subject to a maximum revenue 
of 3 per cent Of course, the State will have to exercise effec- 
tive control over the banking and othci financial institutions 
in the country and take up a monopolistic position m respect 
of foreign trade as well as all financial transactions with foreign 
countries 

The reform and reorganization of agriculture, of industry 
and of trade together with the development of the health, 
education and housing services and the extension of commu 
mcations will provide employ ment for vast numbers, leaving the 
remaining unemployed it any to be absorbed m the private 
sector of industry and bring about an increase in their incomes 
rhus an equitable distribution of wealth will take place The 
nse in the standard of living will be great especially when it 
is borne in mind that under the Plan all the services m respect 
ot health, education and housing arc to be rendered free to 
the population concerned 

Ftnanm The proposals for financuie 
following ° 

Rupees in crores 
ioiir a 

Sterling BabjKes 

Initial Finance- estate djt'y mh n‘ance 
tax, death dut!*« e*c 
Income from Nationalised Land 1 - the 
pre first year of the Plan 
Income from Agriculture fo- — reinvestment 
income from Industries for reinvestment 
Total 


die Plan are the 

4aQ 

810 

90 
JO 816 
2 834 


l a, 000 
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The Plan visualises a capital expenditure of Rs. 1,600 crores 
for the first three years. This is to be met mainly out of the 
sterling balances and taxation. With this investment into the 
economy, the Plan can be expected to finance itself. The total 
agricultural income during the period of the Plan is estimated 
at Rs. 31,300 crores, and after payment to landlords and money 
lenders it comes to Rs. 30,700 crores. Out of this sum, about 
60 per cent amounting to Rs. 18,784 crores is left for current 
consumption and Rs. 1,100 croics for investment in the eleventh 
year, so that the amount which will be available as investiblc 
surplus during the planning period will be Rs. 10,816 crores. 
In the same way the net industrial income after meeting the 
charge of private capital is Rs. 9,223 crores of which about 
54 per cent amounting to Rs. 5,074 crores is left for consump- 
tion and Rs. 1,315 crores for investment in the eleven tli year. 
Thus, the net investiblc surplus from indus tides for the purpose 
of developing the economy comes to Rs. 2,834 crores. 

'Results expected. The Plan estimates an increase of 400. 
per cent in agricultural production and of 600 per cent in in- 
dustrial" production. No increase is visualised so far as the 
services are concerned. .On the basis of the income available 
for consumption from agriculture the rural per capita income 
will rise from Rs. 29 per year during the first year to 
Rs. 121 during the last year. The rise for the urban population 
for the corresponding stages will be from Rs. 57 to Rs. 172 
per year. This means an improvement by over 300 per cent 
for the rural population and by 200 per cent for the urban. 
The average per capita income from these two sources comes 
to Rs. 33 per year during the first year and to about Rs. 128 
per' year'' for the tenth year. This means that the common 
man of India will live four times better as a result of the execu- 
tion of the.. Plan. 

The G an dhian Plan. * 

Ideology and Principles. Mahatma Gandhi did not formu- 
late a definite plan for the economic development of India. 
But he stated off and on, his view's on the various facts of eco- 
nomic activity of the country and laid down a constructive 
programme of the chark ha, the village uplift and basic education. 
On the basis of his economic view's and" the' constructive' pro- 
gramme one of his devoted disciples, Principal Shriman Narayan 
Agarwal of Wardha College... of Commerce, has' placed before 


* Alt tire estimates are pre-war estimates. 
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the public a coordinated and comprehensive scheme of -a planned 
economy of India, which for all intents and purposes, repre- 
sents the type of planned economy the Mahatma would have 
liked to see established in Indn Thc scheme is published in 
a brochure entitled * The Gandhian Plan” 

Mahatma Gandhi s approach to the economic problem 
icprcsents a revolt against modem industrialism — its con 
ctntration and mechanisation of industries, its exploitation of 
labourers and peoples, its pride and pomp, its jerks and jolts, 
its idolization of money and material comforts and its rcglect 
of the higher destination of mankind He would have none 
of all this To him life was not simply labour and wages, pro- 
duction of material goods and services and consumption thereof 
It connoted moral and cultural values His ideal was a simple, 
contented and cultured life in which the extremes of poverty 
and riches were absent He wanted every one to have a 
certain standard of competence earned with the sweat of one's 
brow and also a certain sense of freedom which would make 
possible the attainment of one’s personality Such a life is enjoy 
able in a decentralised economy such as that of self-sufficient 
village communities and cottage industrialism which existed 
in India of the past 

The Gandhian approach to a planned economy is thus a 
moral and cultural approach It is undcrlmid by idealistic 
philosophy It aims at a harmonious combination oi Tnatei ial,_ 
moral and cultural well being of die people Its principles arc 
four 1 Simplicity 2 Non Violence 3 Dignity and SanctUj of 
Labour 4 Human Values * ~ — - 


1 Simplicity Centralisation, mechanisation, multiplica- 
tion ot wants and hunt for money which characterise present day 
act j V, j y ,m Ply complexity of life and unhappiness, 
restlessness and discontentment m consequence The more an 
has r thc more he want3 t0 have He runs after 
comforts and luxuries and becomes a slave of his 
wh , ,ch n meant to be a means of exchange 
2 A nd to be P ursucd ruthlessly But money and 
Zrff d V rcnotwalth Thc real wealth Of a nation 
and nr»t\n cultured and unselfish men and women 

luxuries PrJ palat J al buildings, huge factories and multifarious 
progressive rSS should not be identified with complexity A 
r SyStem shou,d lead to greater simplicity, 
dSnmrnf The purpose of all human activity is the 
rzrr — 5 and unfoldmcnL-o LJmman personahty in an at 

All tl c esl isirtin a r e j re % ar tit ' ' 
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mosphere of freedom. This purpose can be achieved only 
through plain living and high thinking. Such a living is possible 
in a simple, . decentralise d economy jjf se lf-sufficien t, villag es and 
cottage industries. ' ' ~ 

2. Pfon-jiifLencc. Mahatma Gandhi was an apostle of non- 
violence. He would have nothing to do with violence in any 
shape or form. Violence cannot lead to lasting peace and socio- 
economic reconstruction. True democracy and development of 
human personality can only come in an atmosphere of non-violence. 
Capitalism is based on the exploitation of labourers. Machinery 
which goes with it displaces labour and pours wealth into the 
pockets of a few. This wealth is accumulated through violence 
and what is obtained through violence is attempted to be main- 
tained by violence. The M ahatma , therefore, did not favour 
capitalism and its hand-maid gigantic machines. “Machinery” 
he said' “represents a great sin”. Nor would he have any truck 
with Fascism or Communism. These do not scruple to use 
violent means to attain their ends. With him ends did not 
justify the means. The ends should be pure and the means 
to attain the ends should be equally pure. He would not even 
expropriate the capitalists and the landlords. Their expropri- 
ations would be violence. Rather than be expropriated they 
should be reformed through proper persuasion to regard them- 
selves as trustees of their property for public welfare. An atmos- 
phere of non-violence which would lead to the results Mahatma 
Gandhi had in view — true democracy and unfoldment of per- 
sonality can, according to him, obtain in an economic organi- 
sation the basis of which is self sufficient villages and small scale 
industries carried on with manual labour mainly and with 
machinery only to tire extent to which machinery lightens the 
burden of the handicraftsmen. 

3 . Dignity and Sanctity, of Labour. Mahatma Gandhi regarded 
wo rk a s worship. Manu said : “Th e hand of an artisan is always 
pure”. Mahatma Gandhi would have said: “Thehand as .well as 
the mind , of an artisan .are ..always pure”. To labour is the 
law of nature. The violation of this law is the cause of many an 
ill. An idle man’s brain is devil’s workshop. He who does not 
labour leads the life of a thief. He lives by robbing others. He 
is committing violence. Men should work and keep their minds 
engaged. They should take pleasure and piide in their work. 
There should be pr oduction bv masses and not_ mass production. 
The cry for leisure is raised by those who work in factories and 
whose. work is soulless, monotonous and strenuous. Those who 
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work with their hands do not clamour for leisure. Their work 
rives them joy. The ideal distribution of time, according 
to Mahatma Gandhi, . ooiirs^siceji 

and eight hours’ leisure for social and cultural pursuits. 

4 Human Values- Modem utilization lay’s much too much 
cmphasis'on money values and material wealth. To it riches 
are every thing and men absolute)' nothing. It makes the dead 
bodies of thousands as strpping ‘•times to rise to more and ever 
more riches. Its concern is high di\ irfendj. Men might go to 
the wall for aught it cares. Mahatma Gandhi would not Stand 
such a state of affairs. He stressed moral and human values. 
He did not draw' a sharp or any distinction, between Econo mics 
and ethics. Economics that hurts the moral well-being "of an 
individual or a nation was to him unmoral and therefore sinful. 
He condemned as sinful to bu\ and use articles made by swea- 
ted labour, to go to the cheapest market while producers in the 
neighbourhood starved for lack of customers. “The value of 
an industry’' he wrote “should be gauged less b) thtrtfivtdendy^it 
pays to sleeping shareholders’ than by its effects on the bodies 
ana souls of the people employed in It”. With him 1 man came 
Erst : he is the end; and riches came afterwards; they arc sinlpl) 
the means to that end. “ Man” he said “is. . the sup reme con- 
sideration 1 ’, and “JifeJsjnore than money ”• 


Objective. The objective of the Gandhian Plan is to raise 
the material as well as the cultural level of die Indian masses 
to a basic standard of life "within a period of JO y ears/ A 
basic standard of material and < tiltural well-beingTmpHc s 
the availability of all the basic ncccs'arics of life together with 
the nunimum comforts. They arc (i) balanced and health- 
givmg food, (n) sufficient clothing ^20 yards per head per annum 
m rural areas} against indcmentw-cather, (ill) housing accommo- 
dation of 100 square feet perhrad, (ivj free and c compulsory 
basic education, (\) medical facilities tluoughfairly well equipped 
dispensaries or hospitals and maternity clinics forwomcn,(vi) pub- 
p .H . Jt l" services for all, like postal, banking and insurance 
Faculties, and (vii) iccreational facilities through folk dances, 
indigenous theatres, bkajem and mai.dalis , etc. 


To oiable the masses to enjoy this basic standard of life the 
income that will be needed is estimated to be at least Rs. 72/- per 
head per annum The present average annual income mFurnl 
S° n "til be necessary to quadruple the 
per capita ^comoof at least 90 per cent of the Indian people. 
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Cost. For the purpose of quadrupling the per capita per 
annum income of the Indian masses, the Plan estimates that a 
total investment of Rs. 3,700 crores will be needed, allocated 
among the different items as follows : — 


Rupees (crores) 


Item 

Non-recurring 

Recuri'ing 

Agricultui c 

1,175 

40 

Rural Industries 

350 

— 

Large scale and Key 
Industries 

1 ,000 


Tx-an sport 

400 

15 

Public Health 

260 

45 

Education 

295 

100 

Research 

20 

— 

Total 

3,500 

200 


This distribution of expenditure may be explained a little. 
About 9Q_pe r ce nt of the Indian people draw their subsistence 
from agriculture ..and allied industries arid they are miserably 
poor and awfully ignorant. The plan, therefore, attaches the 
main importance to their welfare. It proposes an expenditui'e 
of Rs. 1,525 crores on the development of agriculture and subsi- 
diary rui'al industries. But as in a country like India, there must 
be established a few basic industries particularly because they 
will not hinder but help the gx’owth and evolution of small-scale 
industries. A sum ofRs. 1,000 crores is alloted to this item’. 1 Also 
as other departments of national life have their importance, they 
are not left out of account but are paid the attention that is consi- 
dered proper. 

Methods. The Plan attempts to achieve its objective of 
quadrupling the average per annum income of the Indian 
masses on a foundation of self-governing and self-sufficient village 
communities or Gram Panchajais characterised by plain living 
and high thinking. '""These Panchayats will be ... autonomous in 
regal'd to their internal .administration and self-sufficient ,in 
regard to at least the basis necessaries of life like food, clothing 
and building materials. Then- functions will be allotment and 
collection of land revenue on behalf of the village, maintenance 
of peace and order in the village, administration of justice in 
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local disputes, organisation of basic and adult education, pro- 
vision ofmedical aid, sanitation and maintenance of buildings, 
roads, tanks, wells, etc., improvement of agriculture of the village 
by cooperative effort, regulation of village trade, industry and 
commerce , and arrangement of cooperative purchase of raw 
materials and consumption goods and the cooperative sale of 
farm produce and articles of village handicrafts. 

In agriculture, the problem of raising the productivity of 
land andthcTncomc of the ryot is to be solyedby radical reforms, 
such as nationalisation of land and » system of tillage land 
tenures. The land may be nationalised nitlu’easonable.cornpen- 
sation to the title- Holders or by levying heavy inheritance taxes 
or death ’duties. Then, in place of the zamindari or rjotuori 
system, the ntauzauan settlement or v ilIagcTancTrentire" system 
is to be introduced. Land toll lie g'nen on long leases by the 
State to those who actuall) till it. Simultaneously, the evils of 
fragmentation arc to be remov ed by consolidation of holdings 
on a voluntary basis, cooperative farming of adjoining plots, 
modification of the existing system of inheritance and exemption 
of uneconomic holdings from payment of revenue . OtheT steps 
will be die liquidation of rural indebtedness by issuing 20 year’s 
State bonds to the money lenders and asking ryots to pay 
their debts in 20 annuaLinstalments, reclamation of 'culturable 
waste’ and prevention of soil erosion, extension of irrigation 
facilities, use of cattle manure and artificial fertilizers, improve- 
ment of cattle, a employment of better implements and better 
seeds, introduction of agricultural insurance and above all co- 
operative effort in every direction, e.g. cooperajhe farming, 
cooperative marketing and cooperative credit.. “ - 

In addition to these measures there will be development of 
industries allied to agriculture such as dairy fanning, tanning, 
and leather work, fruit culture, vegetable gardening, forest 
industries, etc- " 

The objective of the Gandhian Plan being the attainment 
°f maximu m sclf-suffi cicncy m the village economy at least with 
regard to tKe'"consumtr , s "goods, the cottage industries that will 
cater to the needs of the villagers jn this respect are to be paid 
proper attention. These industries are Khadi, paper making, 
oil extraction, paddy -husking and others l ikc~g ur -makiri g'7~bCC 
keeping, flour grinding,* poultry farming, car Be n try, smith) , 
making, etc. They wiirbtrdevelcrped in accordance' with 
local conditions and needs. 

..^P regard^ to_ die development of industries neither the 
traditional capitalist method nor the traditional socialist method 
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is to be applied. The former is discounted because it leads 
ta~laTge"eines. ' palatial buildings and dirty slums and a concen- 
tration of power and wealth in tire hands of a few. It means 
opulence on one extreme and poverty on the other. It converts 
a vast number of people into automatons and makes culture 
the monopoly of the privileged classes. The latter is repudiated 
because it will make for the growth of large cities throughout 
India and an increasing differentiation between cities and 
villages which leads to acute sociological problems. It will also 
concentrate too much power in the hands of the State bureaucracy, 
and thus curb the initiative of the people and reduce democracy 
to a farce. Then, both die traditional methods involve heavy 
mechanisation which means dull monotony for the workers and 
reduction of their work to a ceaseless repetition of mechanical 
movments. Mechanisation may imply efficiency but it results 
in. .cultural bankruptcy. Under it people produce • large battle- 
ships but little culture. India should not follow the road to cul- 
tural bankruptcy. Full scop e must be given to human per- 
sonality. 

The method to be employed in respect of industrial develop- 
ment is the “modified socialist method 55 . The key or basic 
industries such as defence industries, power, mining, metallurgy 
and forestry, machinery and machine tools, heavy engineering, 
chemicals, and public utility services like transport and communi- 
cations being meant to be beneficial to die whole country, are to 
be owned and managed by the State in the interests of the 
nation as a whole. Only those industries that for technical 
reasons, cannot be organised on the basis of small units, are to be 
allowed to develop on a large scale. The test here will be not 
efficiency, but technical needs. The. .existing private^ large- 
scale and key industries are ultimately to be acquired or purchased 
by" the State". In th'e meantime diey are to be put under rigid 
control and supervision of the State with regard to the prices of 
goods, profits, conditions of labour and competition with cottage 
industries. The large scale private consumer’s goods industries 
like textile, oil, sugar, paper 'and rice mills, are to be permitted 
to continue if they fa 11 in line with the strict discipline and control 
of the State. They are not to compete with the corresponding 
cottage industries and shall exist only so long as the village in- 
dustries are not able to produce the required quantities of those 
consumers’ goods. The proper place of large-scale and key 
industries is for the exploitation of the national resources on a 
service basis for the benefit of the producers working cottage 
industries scattered all over the villages. That is, they are fo 
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serve as accessory to the village and cottage industries and the 
cottage industries are not to be subsidiary to them. 

As to rural and cottage industries, their revivification is to 
be the chief plank of the State in its industrial and planning pro- 
gramme They vv ill soh e thccruciaLprpbJcm.of unemployment 
of 50 per cent of the people and supply all the consumers^ goods 
to the people. They Will also aflbr'd' adequate ’'scope lor 
private" or cooperative enterprise and initiative. Also, 
though not State-owned, they * ill not provide much room for 
the ‘vested interests’ and there will, therefore, be scarcely any 
chance for Indian oi forei gn capitali sts to exploit India for- 
their own selfish interests The "State is expected to encourage 
and help their <Tc\cTopmcnt in every way— by providing cheap 
credit facilities through cooperame credit societies, imparting- 
suitable technical education in basic schools and adult classes, 
making available scientific knowledge to modernise them, 
arranging for the collective purchase of the raw material needed 
from outside the villages , assisting the cooperative marketing 
of their sutplus goods, protecting from the competition oflargc- 
scale industries, granting subsidies by taxing large scale industries, 
if necessary, bringing electric power to the villages and so on. 
These industries will be .run on a cooperative basis under the 
control and direction of the village rancnayals . 

With regard to trade and transport, these are also to subserve 
the interests of the s elf-suffici ent , decentralised economic units. 
The organisation ofThese units will reduce the need for trade 
to the minimum and lower the pressure on the national transport 
to a considerable extent. Still, there will take place some trade 
between different economic units on the basis of mutual benefit. 
They will export those goods ofwliich they hate a distinct surplus 
or which tan be produced or giown only in them and import 
those commodifies which they cannot produce but must have 
as necessaries oflife. Consequently, it will be necessary to extend 
the means of transport m some parts of the country to facilitate 
the necessary trade. But both trade and transport are to be so 
conducted and developed as to benefit the masses and not to suit 
the convenience of any capitalist. The trade should take 
place to provide for local consumption of die greatest possible 
portion of the total produce, and the means to transport are to 
be extended to help and not to hinder the cottage industries by 
making possible the supply of cheap raw materials and facilities for 
the sale of the surplus produce Railway rates are to be so 
scheduled as to promote.the same end, Trade will be carried 
on by the cooperative organisation in the village or regional 
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units. Private individuals may be peimitted to carry it on only 
under the control of the State in regard to prices, margin of 
profit and extent of the market. 

Some other measures are control of the intei national 
trade of the country by the National Government with the object 
of attaining maximum national self-sufficiency, training the 
youngmen in educational-institution in the arts and crafts of the 
cottage -industries .in accordance with the Wardha Scheme of 
Education, moderating the evil effects of money economy by a 
judicious use .of barter and payment in kind, etc. 

Finance. The non-recurring cost of Rs 3,500 crores of 
executing the Plan is to be met from the following sources : — 


Rupees ( crores ) 


Internal -borrowing 2,000 

Created money 1 ,000- 

Taxation 500 


Total 5,300 • , 


The recurring expenditure of Rs. 200 ciores will come from 
State-owned basic industries and public utility services like 
transport, communications and irrigation. 

Results expected. The Plan if and when executed is expected 
to effect a wonderful transformation in the economy of India. 
The lot of the masses will improve considerably'. The exploiters 
and oppressors like rentiers, capitalists and users will disappear 
or become harmless in consequence of the nationalisation of 
land and introduction of village land tenures, the liquidation 
of indebtedness, the decentralisation of production in small self- 
sufficient economic units and the owning by the State of basic 
industries ancLpublic utility' services. The problem of unemploy ment 
will be solved since so many cottage industries will come 
into existence. The problem of distribution will be greatly 
simplified as production and consumption will be localised or 
regionalised. The exploitation by the merchant, middle man 
will go because trade will be controlled in the interests of the 
masses. Altogether, die Plan will usher in an era of peace and 
prosperity in the land based oh plain living and'high drinking. • 
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Critical Estimate 

None of the three Plans that have been explained is perfect 
No plan can be Derfcct till man becomes perfect The three 
Plans ieprescnt three different ideologies Each from the point 
of view of its ideological approach is satisfactory enough But 
each when examined from ail points of view, has cei tarn defects 
The merits and demerits of each may be noted 

I The Bombay Plan_ Merits Tins Flan carries the plan 
for setting the 'pace for economic planning m India It is the 
pioneer svstematic work of its kind It is brief, lucid and drives 
straight to the object in view It has a clear-cut-aim It lias 
formed the basis of further discussion on the subject It has 
n ade the entire natitn planning minded All this stands to 
it' credit 


Dements On the debit side of the Plan might be put down 
the following — 1 Hie plan would preserve the capitalist 
order which has been tried and found wanting It would allow 
a compromise between State and private enterprise but would 
regard planning as a form of tempoiary State control The 
controls suggested under production, distribution, consumption, 
investment, trade and wages are all to be “controls of a tern 
porary character’ They are also hedged m so as to keep the 
interests of big business safegu aided For example, wages, 
interest and profits are to be controlled by the State and at the 
same time they are to be permitted to be determined by demand and 
efficiency, subject to the condition that wages are not to fail below 
a certain minimum, interest rates are to be controlled in order to 
maintain full employment and profits are to be controlled 
through fixation of prices, restriction of d ivid ends and taxation, 
but sufficient incentive is to be allowed for expansion of production 
No doubt, these controls will help case the economic situation to 
a certain extent, but they cannot remove the malady The root 
cause of the tr ouble is the profit motiv e So long as it does not 
go or is nofrigidly controlled the trouble cannot disappear 
Uiromc unemployment, periodic crises and 'harp inequalities 
will continue 


2 The Plan is primarily a plan for production Di'tri 
bution is an after thought Producliofl'shonld certainly precede 
msrribution But production is for consumption and con 
sumption can take place only if the consumers have purchasing 
power Jn the absence of purchasing power on the part of the 
mass production contemplated under the Plan 
c not fulfil its purpose of being consumed It can do so if 
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purchasing power is equitably distributed. The Plan does not 
suggest effective steps for doing this. Minimum wage rates, 
multipurpose cooperatives, ryotw ari land tenures etc., which are 
proposed will not go a long way to bring enough money into the 
pockets of the country’s masses. 

3. The Plan is very much biased in favour of industrial 
development _asj compared with agricultural. It allots about 
four times as much money for the former as for the latter. It 
visualises a 500 per cent increase in tire industrial output as 
against 130 per cent increase in agricultural production. This 
is because “the industrial potentialities of the country have 
remained unexplored thus far”. But it forgets that the possibi- 
lities of agricultural development of the land are equally great 
and unexploited. It also forgets its own admission of the fact 
that agriculture will remain a predominant occupation for along 
time to come and must be as much developed as manufactures. 
Further , it forgets that even for expanding manufactures agri- 
culture will have to be developed as it will supply raw materials. 
The bias in favour of industries is equally to be seen from the 
viewpoint of distribution. The increase in agricultural income 
is calculated at 90„per cent as contrasted with 129^per cent 
increase in industrial income. The reaction of this on the economy 
of the country is lost sight of. It will be to keep tire submerged 
agricultural masses poor rather than prosperous as compared 
with industrial employees. 

Even the measures, called “fundamental reforms”, suggested 
for increase of agricultural production are nothing more than 
consolidation of holdings, cooperative farming, conciliation and 
liquidation of debts through cooperative societies, afforestation, 
irrigation, extension and intensification of cultivation, cannot 
be of much avail to penniless cultivators. The expenditure of 
Rs. 1-240 crores alone will fail to achieve tire miracle of plenty in 
the atmosphere of penury. Tire money lenders will not 
be converted from their vocation of usury into simple-minded 
depositors for financing tire very men whom they ruined at one 
time. 

4. The sources from. which the Plan is to be financed are 
not sound. They are open to objection either because they will 
lead to undesirable consequences or because they ' are not al- 
together dependable. The major sources are savings, Rs. 4,000 
crores and ‘created money’ Rs. 3,400 crores. The former, to tire 
extent to which available, will mean investment by the rich 
mainly. This is to say that the ultimate ci editors of tire nation 
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will be the capitalists. Their pockets will bulge out resulting 
in accentuation oFmequalitics. The latter is a dangci ous device 
as it is likely to lead to inflation ard consequential sufferings 
of the middle and the poor class people. Foreign borrowing, 

Rs 700 crores will bring troublesome elements into the economy 
unlessitis properly controlled. Sterling securities, Rs. lOQO crores, 
balance of trade, Rs. 600 crorcs, and hoarded wealth, Rs. 300 
crores cannot be relied upon, at any rate, to the full extent. 
Taxation, which is the only equitable source is not included in 
the list of sources at all. Then the classification ofjthc sources 
is defective. Hoarded wealth is put under external finance. ( - 
Why, none can say ? It is as muen internal capital as 'savings’. 
Similarly 'balance of trade* being due to excess of exports is as 
much the income and sa\ ing of the nation as any other income or 
saving 

5. The estimates .involved in the Plan, based as they are 
on the income-estimate of 1931-32 and the price level of the 
thirttes do not give a realistic picture of the thing or any reliable 
i emits. Those prices have long been left behind and are 
not likely to return. No doubt, a certain stable standard js 
needed to start w ith, but the thirtces do not supply it. The 
Plan was contemplated to start in 1946-47. 1944. or 1945figurcs 
would have been better to start with. This, however, is a defect 
which the Plan shares with the other two Plans. The estimates 
of these two plans also have as their basis the pre-war price level. 

II. People's Plan. Merits This Plan has not received the 
publicity that it deserves. Rigid censorship of it by the capitalist- 
controlled press has been the cause of this fact. The Plan has a , 
number of good points. They are 

1. It is right in holding capilalism lesponsible for the 
[>overiy of the masses and just in pleading for production fo» 
use as against production for exchange or l to meet effecliv e demand. 
2 It shows a proper ap preciation of t he real state of affairs as 
it emphasises the development of agriculture and of consumers’ 
goods industries instead of that of the heavy industries. It says ’ 
“It is ah indisputable fact that the main difficulty in the way of 
development of large-scale industries in India has been the aU- 
too-meagre purchasing power in the hands of a large majority 
of the people”, “Any a«empt.to increase the purchasing power 
of the people will -hav e. largely, to concentrate on agncultuie 
which affords the main channel of employment to a majority of 
the people”. ‘The industries on the development of w'hich 
there should be laid a greater emphasis by the planning authori- 
ties should be the consumers’ goods” lor “ it is indeed a little 
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pathetic and may indeed piove to be considerably harmful to 
start with half-filled bellies and half-clad bodies, thinking in teims 
of automobiles and aeroplanes”. 3. Its methods suggesting 
natipnalisation_of land, compulsory liquidation of debt and rigid 
control ofthe profit motive in industry and trade are salutary. 

Demerits. The bad points of the Plan are the following : — 

1. Of the total expenditure of Rs. j[5,000 crores it makes 
provision for only Rs. 1,600 crores. The balance amounting to 
moie than 9p per cent ofthe total is to be met from the supposed 
surplus ofthe agricullural production after three years and from 
the self-financing capacity of its measures. This is U topian and , 
fantastic.,, 

2. The Plan, in spite of its socialistic outlook and policy, 

does not go the whole way. It does not suggest tire nationali- 
sation of banks and credit which is very essential'in a conti oiled 
economy. 

3. The Plan proposes voluntary collectivisation of land 
through the instrumentality of State farms. Voluntary collecti- 
visation can come about provided the rural masses have suffi- 
cient education, understanding and consciousness under the 
existing circumstances ; they are illiterate and undeveloped. 

So the method cannot be. expected to achieve much. Compul- 
sory collectivisation alone can effect the reform. 

4. Some other points on the score of which the Plan is 
regarded as defective are : (a) it accords practically no place to 
cottage industries in the proposed economy', (b) it regards 
3 Perrcrent -pr ofihgua r anteed by the State, as enough to maintain 
industrial efficiency and (c) it wants abolition of landlordism and 
usury with compensation and not also the liquidation of private 
industry which is equally parasitic These objections are raised 
from different angles of vision and whether they are justified or 
not will depend upon the viewpoint from which one looks at 
them. The authors have explained their stand in the brochure. 

HI. The Gandhian Plan. Merits. This Plan is characteri- 
sed by simplicity and high degree of, relevance to actual facts. 

Its merits are : T "It lays proper emphasis on the development 
P.f agriculture and improvement of village economy. 'About 90 
Per cent of the people live in villages uncared for and immersed 
*n poverty. The villages constitute real India and not a few- 
cities with their big factories and high buidings. A scheme of 
economic reconstruction of India must, therefore, aim at tur 
Prosperity of the villages 
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2 It draws attention to the dcsinbiJit) of the dcccntrahsati 
on of industries The concentration of industries in big cities and 
suburbs his produced evil results To check the evil the Plan 
rightly proposes that new concerns should be spread out in rural 
areas as far as practicable within the limits set b) the acccssi 
bihty of raw materials and motne power”, as has been done in 
USSR iuth wholesome effects 

3 The importance the Plan attaches to human values as 
opposed to material riches is very creditable Modern mdustn 
alum neglects the former and stresses the latter Tins is wholly 
wrong Man is the ultimite end of all activity He is ever) 
thing and riches nothing in comparison OnI> as much riches are 
worth having as will enable him to attain the development ofhts 
personality Plain living and high thinking is an excellent 
ideal 


Dements The Gandhian Plan suffers from the following 
defects 1 Its ideal of village self sufficiency cannot command 

much force in the modern context The development ofcoltSgc 
industries and the reversion to barter that the Plan suggests for 
reaching the ideal will mean putting back the hands of the dock 
oi progress The economies of large scale production arc deci 
dedly superior to those of small scale enterprise The industries 
that can be run on a cottage basis arc those only in which maclu 
ncr> cannot be much used— like carpet making To attempt to 
revive local elf sufficiency will be uneconomic The brmgingm 
or barter will equally take the countr> backwards TheU S S R 
Wicd n in the beginning of the Revolution but had to give it up 
becauseoftheeconomicehaositledt 0 2 It points out the need 
r of distribution but does not suggest any effective 
measures for bringing it about in actual practice The steps 
proposed arc nil ore or less the same as enumerated in the Bombay 
cora P letc socialisation because it fears the 
ft ^ucracy But it does not sHy kowlhe 
Lme dfrt a rn^h.« f ^ baS,C ? nd ke > tndustri « will escape the 
can be & TefnrTnpA ^ith ^ at t,ie propertied individuals 

to bTadmmSS ,a «»'>• regard then ‘property as a trust 
to be administered for public welfare cannot cm much ice 

mrlmST 1 !? | T ° !um U P lle B °mboy Plan IS a Plan for 
tear mat an> ! Ian that has as its aim the welfare of the countr) 
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as a whole cannot be successful if it confines attention to one as- 
pect of the economy only. All departments of the economy must 
be developed simultaneously. Of course, the rural part, must 
be tackled first, alike because the majority of the people derive 
llieif subsistence from agriculture and i ndus tries are subsidiary 
to it and because it is a department that can he ’developed much 
more quickly and easily than industries. It has, however, to be 
borne in mind that the development of each department of the 
economy will help the development of other sections, nay it can- 
not be carried very far unless the other sections are developed 
side by side, with it. 



